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Introduction 


The period of transition from socialism to capitalism in parts of Europe and Asia 
over the past 25 years has attracted considerable interest in academia and beyond, 
as it is inter alia reflected by the demand for books published in the Palgrave 
Macmillan series “Studies in Economic Transition’. 

This dictionary addresses the needs of students, lecturers and the interested 
general public to quickly find definitions and explanations of topics, institutions, 
personalities and processes in this historical phase of changing societies, which as 
such is not concluded. Today newly emerging market economies try to learn from 
experiences made by transition economies. 

The format follows the example of The New Palgrave Dictionary of Economics, 
which uses an encyclopedia-based approach where articles not only define the 
terms but provide an overview of the evolution of the term or theory, and also 
touch on the current debates. 

The concept for this dictionary follows the theoretical concept, which gives 
the supremacy of the monetary sphere priority in a market economy. Monetary 
theory opens up a better understanding of the specific uncertainties of the 
process of transition which is not leading to a pre-designed singular endpoint. 
So, monetary aspects form the first part of the book. Central bank independence, 
currency reform, and financial sector restructuring are highlighted as being the 
crucial elements of monetary stabilization and external monetary cooperation in 
emerging market economies. 

Institution building is a second cornerstone to provide a solid basis for market 
dynamics in emerging markets. Since institution building is an open process, 
varieties of capitalism may be realized. Beyond institutional reforms, including 
the formation of property rights, intangible institutions like trust and corporate 
governance are in this concept seen as the precondition for successful economic 
policy in emerging market economies. 

Economic policy issues are addressed in the third part of the dictionary. The 
focus is laid on sources of sustainable economic growth but also on the realization 
of basic issues of the ‘economic order’, that is how to establish a ‘level playing field’ 
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and credible institutions, how to provide for fiscal discipline and for transparency 
of bank balances. 

Basic aspects of growth and development are subject to Part 4. For emerging 
market economies, the micro sphere of entrepreneurship and innovation is 
particularly important. As to the macro level, migration, trade liberalization and 
foreign direct investment are major determinants of economic development. 

Is there a coincidence of economic growth and wellbeing in emerging market 
economies? This question is addressed in the final part of the work. Beyond the 
distributional impact of economic growth, with respect to regions and/or house- 
holds, non-pecuniary aspects of the transition are analysed using sociological 
concepts like ‘social responsibility’, ‘trust’ and ‘happiness’. 

In total, a comprehensive picture is drawn, referring to theoretical insight, 
empirical evidence and historical experience. 

The editors gratefully acknowledge the authors’ contributions. Last but not 
least, we are particularly grateful for the support by Khurshid Djalilov for his 
meticulous work in compiling this volume. 


Jens Holscher and Horst Tomann 
Bournemouth and Berlin, July 2015 
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Abstract 

Starting from the early 1980s, the legal status of central banks all over the world has 
changed substantially in the direction of getting greater independence. The move 
towards greater degrees of CBI has been especially prominent in the emerging 
economies, including transition economies from Central and Eastern Europe. In 
this chapter we assess political and economic arguments for establishing inde- 
pendent central banks. Furthermore, we analyse and critically evaluate different 
indices that attempt to quantify the extent of legal and actual CBI. In addition, 
we provide a comprehensive overview of the evolution of CBI in former transition 
economies from Central and Eastern Europe. Finally, we provide a critical assess- 
ment of the empirical literature on CBI-inflation relationship. 


Keywords: Central Bank Independence, Transition Economies, Monetary Policy, 
Inflation 


1 Introduction 

During the last three decades, the legal status and the operational framework of 
central banks throughout the world have changed substantially. These changes 
were mainly in the direction of greater degrees of institutional and operational 
independence of central banks in the formulation and implementation of mone- 
tary policy. The trend towards increasing central bank independence (hereafter, 
CBI) could be seen as a result of several factors: first, the negative experience with 
the discretionary policies during the 1970s, which led to the so-called stagfla- 
tion (combination of high inflation and low output growth); second, the advances 
in economic theory, suggesting that discretionary economic policy results in 
inferior macroeconomic performance due to the ‘time inconsistency’ and ‘infla- 
tionary bias’ problems; third, the accumulated empirical evidence showing that 
CBI is associated with lower average inflation as well as lower inflation vari- 
ability; fourth, the breakdown of the Bretton Woods system of fixed exchange 
rates, which used to promote price stability after World War II. Consequently, all 
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of these developments have led to a consensus that isolating central banks from 
political influence may be beneficial in achieving and maintaining low inflation. 

The move towards greater degrees of CBI has been especially prominent in the 
emerging economies, including transition economies from Central and Eastern 
Europe. As a result, nowadays, central banks in emerging countries enjoy higher 
political and economic autonomy compared to the central banks in developed 
economies in the late 1980s, while price stability is commonly specified as the 
primary objective in central bank laws (Arnone et al., 2007). 

In the early 1990s, former communist countries initiated a massive transfor- 
mation process from centrally planned towards market-based economies. As part 
of the transition process, they embarked on comprehensive institutional reform, 
which also included changes in central bank legislation. At the same time, during 
the initial stage of the transition process, these economies suffered from very 
high inflation, but sooner or later, most of them managed to achieve single-digit 
inflation rates. Therefore, it is commonly argued that changes in the legal status 
of central banks have been one of the key factors contributing to the successful 
disinflation process in transition economies. 

In this article, we assess various theoretical approaches to CBI, focusing on 
both political and economic arguments for establishing independent central 
banks. Furthermore, we analyse and critically evaluate different indices that 
attempt to quantify the extent of legal and actual CBI. In addition, we provide a 
comprehensive overview of the evolution of CBI in former transition economies 
from Central and Eastern Europe. Finally, given the alleged negative relation- 
ship between CBI and inflation as established in theoretical models, we review 
the accumulated empirical evidence in this field. In these regards, we provide a 
critical assessment of the early findings in empirical literature, which might have 
not taken a proper account of the endogenous nature of CBI. 


2 Thecase for CBI 


2.1 Economic arguments 
As mentioned above, one of the main reasons behind the global trend towards 
greater CBI was the observed negative experience during the 1970s when govern- 
ments’ retention of discretionary policies created incentives for pursuing expan- 
sionary monetary policy in order to improve macroeconomic performances. In 
economic theory, the extremely influential concepts of ‘time inconsistency’ and 
‘inflationary bias’ associated with discretionary monetary policy have provided a 
strong case for delegation of monetary policy to an independent central banker. 
Specifically, the seminal papers of Kydland and Prescott (1977) and Barro and 
Gordon (1983) provide the theoretical justification for CBI as an institutional tool 
for achieving price stability. They argue that once economic agents have already 
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formed their expectations about the future course of monetary policy, govern- 
ments have incentives to engage in expansionary monetary policy by creating 
monetary surprises. This behaviour of central banks is motivated by the desire to 
stimulate the output by exploiting the short-run trade-off between inflation and 
unemployment as implied by the Phillips curve. If the monetary surprise occurs 
as a one-time action, policy makers will succeed in lowering the unemployment 
below the ‘natural’ rate. However, in a repeated game, this behaviour would be 
easily foreseen by rational economic agents, who would, consequently, revise 
their expectations about the future path of inflation and output, including the 
higher perceived inflation in their price and wage setting decisions. As a result, 
although ex-ante envisaged as optimal, discretionary monetary policy appears to 
be ex-post suboptimal because in the long-run it will end up with persistent and 
higher inflation with the same level of unemployment. 

Apart from the desire to increase output and employment above the ‘natural’ 
level, the ‘inflationary bias’ associated with discretionary economic policy could 
emerge from the existence of other policy objectives, too. For instance, govern- 
ments may pursue expansionary monetary policy due to some fiscal consid- 
erations, such as the desire to collect additional budget revenues relying on the 
inflation tax or the intention to decrease the real value of the existing public debt. 
In addition, in the open economies, the ‘inflationary bias’ may stem from the 
desire to improve the balance on the current account by depreciating the real 
exchange rate (see Cukierman, 1992, and Agénor and Montiel, 1996). 

The ‘time inconsistency’ literature has been very influential in establishing 
institutional arrangements that would prevent the undesirable outcomes of 
discretionary policies. One possible solution to the ‘inflationary bias’ and ‘time 
inconsistency’ problems is to delegate monetary policy to an independent central 
bank that will be committed to maintaining low inflation. This solution has been 
proposed by Rogoff (1985), who argues that the social welfare could be increased 
by appointing a ‘conservative’ central banker, who is more inflation averse 
compared to the society as a whole. Within this framework, the central banker is 
said to be ‘conservative’ in the sense of putting a greater weight on inflation than 
on output stabilization in the ‘social loss function’. Since the ‘conservative’ central 
banker is concerned with output and employment to a lesser extent, he or she acts 
aggressively in offsetting inflationary shocks, which in the long-run results in a 
lower average inflation. 

An alternative approach, suggested by Walsh (1995), would be to delegate 
monetary policy to an independent central banker with price stability as a main 
goal accompanied by an incentive contract between the central banker and the 
government on the basis of punishments and rewards according to the fulfill- 
ment of the price stability goal. Under some conditions, this proposal removes the 
‘inflationary bias’ completely as opposed to the ‘conservative’ central banker who 
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only reduces it. In addition, the solution of Walsh (1995) is preferable in terms 
of the flexibility of monetary policy. However, this institutional arrangement, 
too, implies that central banks should be granted independence in the conduct 
of monetary policy. 

Though very influential, the ‘time inconsistency’ literature could be criticized 
on several grounds. For instance, Romer (2006) argues that in order for discre- 
tionary economic policy to produce suboptimal inflation, it is necessary that the 
aggregate supply contains a very large forward-looking element. Yet, as shown by 
some empirical studies on the dynamics of US inflation, this assumption simply 
might be overestimated (Fuhrer, 1997). 

In addition, the criticism of the concept of ‘time inconsistency’ is related to the 
historical context in which this theory was developed. During the 1970s, indus- 
trialized countries experienced unprecedented high and volatile inflation, which 
coincided with the two oil price shocks. Hence, it may be argued that adverse 
aggregate supply shocks might have actually been one of the main reasons for 
the surge in inflation. In addition, the ‘time inconsistency literature disregards 
the evolution of the knowledge about monetary policy and macroeconomics in 
general. Specifically, during the 1970s, it was quite common for policy makers to 
believe in the trade-off between inflation and unemployment as suggested by the 
Phillips curve. In contrast, modern central banks have fully accepted the knowl- 
edge that this trade-off is not permanent (Romer, 2006). This means that nowa- 
days central banks are fully aware of the ‘time inconsistency’ problem and thus, 
they are capable to avoid the inflationary behaviour as experienced in the 1970s 
(McCallum, 1996 and Mishkin, 2000). Therefore, it seems that the relevance of 
the ‘time inconsistency’ theory should be judged within the historical context in 
which it emerged. 

Finally, the concept of ‘conservative’ central banker is not without weaknesses, 
too. For instance, as noted by Rogoff (1985), this approach may have some short- 
comings especially in the presence of various adverse shocks because the ‘conserva- 
tive’ central banker would be concerned mainly with inflation stabilization, while 
output stabilization would be of minor importance. Hence, at least from a theo- 
retical point of view, independent central banks should result in higher output 
volatility, though Waller and Walsh (1996) show that this problem could be solved 
by prolonging the ‘conservative’ central banker’s term of office. In addition, the 
delegation of monetary policy to a ‘conservative’ central banker would not be 
credible if monetary and fiscal policy have different goals because the government 
would not be willing to give independence to a central bank that is too ‘conserva- 
tive’ (Valila, 1999). The same outcome emerges when the economy has been 
hit by large negative shocks (such as during the recent global crisis), when the 
arrangement of the ‘conservative’ central banker would not be credible. Similarly, 
Eijfiinger and Schaling (1995) argue that the optimal level of ‘conservativeness’ of 
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the central banker depends on various economic and social characteristics, such 
as: the ‘natural’ rate of unemployment, variability of productivity shocks and real 
exchange rate, the degree of openness, and society’s preferences. 


2.2 Political economy arguments 

From a theoretical point of view, the delegation of the monetary policy to an inde- 
pendent central banker could be well grounded on political business cycle models. 
Within this framework, the pressures for higher inflation arise outside the central 
bank as a result of the interactions between the voters and politicians during the 
electoral process, which lead to political monetary cycles. Specifically, societies 
may end up in higher inflation for several reasons: politicians want to stay in office 
as long as possible (‘Office motivated politicians’), thus pursuing expansionary 
monetary and fiscal policies aimed at increasing their rating; elected politicians 
(‘Partisan politicians’) may represent the interests of separate social groups with 
different preferences than those of the median voter; political parties may differ 
in their preferences, that is, they put different weights to output and inflation in 
their loss functions; political parties may differ in their distributive programmes 
and regulatory actions, which cause lesser or greater need for offsetting mone- 
tary policy (see Nordhaus, 1975, Hibbs, 1977 and 1987, Frey and Schneider, 1978, 
Havrilesky, 1987, Alesina, 1987 and 1988, and Alesina and Sachs, 1988). 

However, the main criticism to early political business cycle models, such as 
Nordhaus (1975) and Hibbs (1977 and 1987), is related to their assumption of 
non-rational expectations by voters. Therefore, later versions of political business 
cycle models incorporate the rational expectations hypothesis with the implica- 
tion that the major explanation as to why the voters may be deceived by politi- 
cians is the asymmetry of information. Specifically, despite the rational behaviour 
of voters, due to the asymmetry of information, they have difficulties in inferring 
the behaviour of the politicians in the future. In these regards, information on the 
past actions of politicians does not reveal their future policy decisions. In addi- 
tion, some of these models assume that voters have short memory and quickly 
forget the past behaviour of politicians (Alesina and Stella, 2010). 

As can be seen, both types of political business cycle models (‘Office motivated 
politicians’ and ‘Partisan politicians’) lead to the same conclusion as the ‘time 
inconsistency literature, namely, that policy makers tend to exploit the short-run 
trade-off between inflation and unemployment. Consequently, this strand of 
literature, too, suggests that the delegation of monetary policy to an independent 
central bank arises as a socially preferable solution. 

Nonetheless, political economy arguments for CBI suffer from some concep- 
tual flaws, too. For instance, even political business cycle models with rational 
expectations usually assume predetermined wage contracts, which are signed 
before the elections. Quite naturally, the question arises as why economic 
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agents simply do not postpone the negotiation of wage contracts until after 
the elections (Rogoff, 1988, Shepsle, 1988). Another shortcoming related to 
the model with ‘partisan politicians’ is associated with the assumption of only 
two types of political parties. Hence, as Rogoff (1988) argues, if both parties 
deceive the voters after the elections, then there is a space for the emergence 
of a third political party, which may better represent the preferences of the 
‘median voter’. 


2.3 Is CBI necessary? 

Leaving aside the academic debate on the theoretical concepts, the very idea of 
CBI is subject to criticism, too. For instance, Friedman (1962) offers several polit- 
ical and technical (economic) arguments against the absolute independence of 
central banks: from a political point of view, CBI is not compatible with modern 
democracies where elected politicians are those who have the legitimacy to decide 
on public policy. In these regards, an independent central bank can be regarded 
as a totalitarian institution run by technocrats who are not subjected to effective 
political control. From an economic point of view, besides the central bank there 
are other government agencies that have substantial influence on monetary proc- 
esses (in the first instance, fiscal authorities). Therefore, CBI hampers both coor- 
dination with other governmental policies and accountability of central banks, 
which could easily find excuses for their own mistakes by putting the blame on 
the other institutions. Also, the performances of independent central banks are 
heavily dependent on the personal characteristics of governors with potentially 
disastrous consequences for the economy. And last, the central bank is closely 
connected with the banking sector so that it could subordinate monetary policy 
to credit policy. Similarly, Romer and Romer (1996) argue that legal provisions 
concerning monetary policy are both unnecessary and counterproductive because 
they constrain the flexibility of central banks in the face of adverse aggregate 
shocks. Therefore, they propose an alternative two-level system in which mone- 
tary policy makers are appointed by an independent board of trustees, while at 
the same time, the central bank retains full discretion about both the goals and 
instruments of monetary policy. 

McCallum (1996) points to a more fundamental problem with CBI: competent 
central banks are capable to pursue non-inflationary policies without any legal 
provisions. In fact, it is much more important to impose legal constraints on the 
government instead of the central bank because good monetary policy requires 
long-run horizons and prudent behaviour, and these are the things that politi- 
cians lack. Consequently, it is necessary to impose controls on politicians and not 
on central banks. Waller and Walsh (1996) present a formal model showing that 
eliminating political influence on central bank (partisanship) reduces both infla- 
tion and output variability. 
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Finally, Masson et al. (1997) argue that the concept of CBI is not applicable in 
developing countries, where central banks operate in completely different envi- 
ronments as compared to industrialized countries so that the possibility for inde- 
pendent monetary policy is sharply limited. 


3 Measuring CBI 


3.1 What does CBI mean? 

Basically, the concept of CBI refers to the level of autonomy that monetary author- 
ities enjoy in determining monetary policy without governmental pressure. 
However, defining the degree of CBI is a complex issue, which includes several 
dimensions. In these regards, the literature offers different concepts related to 
CBI of which the most commonly accepted is the one given by Grilli et al. (1991). 
‘They stress two aspects of CBI: political and economic. Political independence is 
defined as the ability of the central bank to determine its final policy objectives 
without political influence. It comprises three main elements: the formal goal of 
monetary policy, the relationship between the government and the central bank 
in determining monetary policy, and the procedures for appointing the members 
of the governing body of the central bank (the governor and the board). The 
economic dimension of CBI is defined by the central bank’s autonomy in choosing 
the instruments in order to achieve monetary policy objectives. It comprises two 
main elements: whether the government has any influence on how much it can 
borrow from the central bank, and which monetary instruments are under the 
central bank control. 

A somewhat different methodology for defining CBI has been suggested 
by Debelle and Fischer (1994), who distinguish between goal and instrument 
independence. Goal independence refers to the central bank’s ability to set the 
goals of monetary policy without governmental influence. If a central bank can 
independently choose the instruments by which it can achieve its goals, then it 
enjoys instrument independence. Nowadays, this distinction has been commonly 
accepted among economists, who share the view that central banks should be 
instrument independent but goal dependent (Mishkin, 2000). The main justifi- 
cation is that central banks that are both goal and instrument independent may 
become too conservative by giving higher weight to inflation than to output stabi- 
lization (Rogoff, 1985). 

Another dimension of CBI, not included in the previous concepts, is financial 
independence, which comprises some elements, such as the right of the central 
bank to determine its own budget, whether the central bank has ownership of 
its assets, and the existence of legal provisions on the allocation of central bank’s 
profits. According to Stella (2005), the central bank is financially independent when 
it is financially able to pursue its policy goals without external financial assistance. 
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Overall, it seems that the most comprehensive approach defining CBI is that 
of Issing (2006). He considers four aspects of CBI: institutional independence, 
defined as a set of legal provisions providing that the central bank can implement 
its policy without external interference; functional independence, referring to the 
ability of central bank to determine the instruments for achieving policy objec- 
tives; personal independence, related to the specified terms of office and trans- 
parent procedures for appointment and dismissal of the members of the central 
bank’s governing body; and financial independence, describing the degree of 
autonomy of central bank over its financial resources. 


3.2 Quantitative measures of CBI 

Though the concept of CBI might seem more or less unambiguous in theory, 
some difficulties arise when it is applied for determining the extent of central 
bank autonomy in practice. This is due to the complexity of the concept, which 
comprises several dimensions along with the qualitative nature of most of them. 
For this purpose, several indices that attempt to quantify the level of CBI have 
been constructed (for instance, see Alesina, 1988 and 1989, Bade and Parkin, 
1988, and Eijfinger and Schaling, 1993). Among them, the most comprehen- 
sive and most widely used are those designed by Grilli et al. (1991) (hereafter, 
GMT) and by Cukierman (1992) and Cukierman et al. (1992) (hereafter, CUK). 
In what follows, we examine their main characteristics, show how they have been 
modified overtime, and discuss their main strengths and weaknesses. Yet, these 
indices are used to measure the legal status of central banks, which sometimes 
may diverge from their actual behaviour. Accordingly, we explain how the actual 
CBI is measured and assess whether there is a divergence between the concepts of 
legal and actual independence in emerging economies. 

The GMT index consists of 15 different components, classified into two main 
groups that refer to political and economic aspects of independence. The struc- 
ture of the GMT index is shown in Table 1.1. Each component is valued with 
a binary score (zero or one), depending whether the central bank satisfies that 
criteria or not, with the exception of the criterion related to the bank supervisory 
function, which may take the values of one (if banking supervision is shared with 
other agencies) or two (if the central bank does not perform the supervisory func- 
tion at all). The aggregate index is calculated as a sum of the values of all compo- 
nents. Hence, the GMT index has the maximum value of 16, with a higher score 
implying a higher degree of CBI. 

The CUK index is composed of 16 different components classified into four 
main categories: the political independence of the chief executive officer, the 
process of monetary policy formulation and conflict resolution, the central bank’s 
objectives, and the constraints for lending to the government. The structure of 
the CUK index is shown in Table 1.2. Here, each individual component is valued 
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Table 1.1 The structure of GMT index 


Components 


Political independence 

P1: Governor not appointed by the government 

P2: Governor appointed for more than five years 

P3: All of the board not appointed by the government 

P4: Board appointed for more than five years 

P5: No mandatory participation of government representative in the board 

P6: No government approval of monetary-policy formulation is required 

P7: Statutory requirements that central bank pursues monetary stability amongst its goals 

P8: Legal provisions that strengthen the central bank’s position in conflicts with the government 


Economic independence 

E1: Direct credit facility is not automatic 

E2: Direct credit facility at market interest rates 

E3: Direct credit facility is temporary 

E4: Direct credit facility is of limited amount 

E5: Central bank does not participate in the primary market for public debt 

E6: Discount rate is set by the central bank 

E7: Banking supervision is not entrusted to the central bank or not entrusted to the central bank alone 


Source: Grilli et al. (1991). 


with a continuous scale from zero to one, where a higher value implies greater 
independence. After valuing each component there are two stages of aggrega- 
tion: in the first stage, all individual components, by using a certain weight or by 
calculating their mean value, are aggregated into eight variables. In the second 
stage, these eight variables are further aggregated into a single variable, whose 
value represents the CUK index. Depending whether the index is calculated as a 
simple mean of the eight variables constructed in the first stage or by weighting 
those variables, there are two versions of the CUK index: unweighted CUK index 
and weighted CUK index, respectively. According to Cukierman (1992) and 
Cukierman et al. (1992), both versions provide similar results because they are 
highly correlated. 

The comparison between GMT and CUK indices reveals nine common compo- 
nents, while the rest of the components are index-specific. The common compo- 
nents are related to the following issues: the appointment of the central bank’s 
governor and the term of office, inclusion of price stability as a statutory objec- 
tive, formulation of monetary policy, resolution of conflicts between the central 
bank and the government, terms on central bank’s lending to the government 
(limitations, interest rates, maturity), and participation of the central bank in the 
primary market for public debt. 
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Table 1.2 The structure of CUK index 


Components Variables Weights 


Category 1: Political independence of the chief executive officer 1. Chief executive officer 0.20 
a) Term of office 

b) Who appoints the chief executive officer? 

c) Dismissal of the chief executive officer 

d) May the chief executive officer hold other offices in the 


government? 

Category 2: Monetary policy formulation and conflict resolution 2. Policy formulation 0.15 

a) Who formulates monetary policy? (0.5) 

b) Who has final word in conflict resolution? (0.25) 

c) Role in the government’ budgetary process (0.25) 

Category 3: Central bank’s objectives 3. Objectives 0.15 

a) Objectives 

Category 4: The constraints for lending to the government 4. Limitations on lending 0.15 

a) Advances (limitations on non-securitized lending) — advances 

b) Securitized lending 5. Limitations on lending 0.10 
- securitized 

c) Terms of lending (maturity, interest, amount) 6. Limitations on lending - 0.10 
who decides 

d) Potential borrowers from the bank 7. Limitations on lending - 0.05 
width 

e) How are the limits on central bank lending defined? 8. Limitations on lending - 0.10 

f) Maturity of loans miscellaneous 


g) Interest rates on loans 
h) Is central bank prohibited from buying or selling 
government securities in the primary market? 


Source: Cukierman (1992), and Cukierman et al. (1992). 


Recently, Jacome and Vazquez (2005) have constructed a new version of 
the CUK index. They have modified some of the ‘original’ CUK components, 
especially within the category that measures the central bank’s role in policy 
formulation. Specifically, they include the central bank’s role in determining the 
foreign-exchange rate and in public debt approval. In addition, they have added 
four new components related to the rules for appointment and dismissal of board 
members, the possibility of the central bank to act as a lender of last resort as well 
as its financial independence. Finally, they have upgraded the index with a new 
category measuring accountability and transparency. It is composed of two vari- 
ables that assess reporting requirements to the legislature and transparency about 
financial statements. 

Though widely used, both GMT and CUK indices have been heavily criti- 
cized on various grounds (see Forder, 1999, Beblavy, 2003, and De Haan et al., 
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2003). For instance, Mangano (1998) argues that they suffer from ‘subjectivity’ 
bias expressed in three forms: ‘interpretation’, ‘criteria’, and ‘weighting’ biases. 
The first bias arises from the researcher’s subjective evaluation of central bank 
legislation due to the fact that many provisions in the legislation are expressed in 
general form. The second bias is defined as a researcher’s personal opinion about 
which components should be included in the index. For example, 40 per cent of 
the criteria in the GMT index are not included in the CUK index, while 45 per 
cent of the criteria in the CUK index are ignored by the GMT index. The third 
bias refers to the subjective weight given to each criterion in composing the index, 
which ultimately affects the overall index value. In these regards, Mangano (1998) 
shows that, even when constructed from the nine common components so they 
are supposed to be identical, the CUK and GMT indices show a correlation of 
0.71, which is much lower than one. Moreover, Forder (1996, 1998) insists that the 
main weakness of CBI indices lies in their measurement methodology. Namely, 
they are based on ‘statute reading methodology’ and do not measure the actual 
behaviour of central banks, so they do not represent the theoretical meaning of 
independence. 


3.3 Measuring CBI in transition economies 

When measuring CBI in transition economies, both GMT and CUK indices have 
been modified in order to capture some factors which were specific for these coun- 
tries, such as the quasi-fiscal activities and the existence of underdeveloped finan- 
cial systems. For instance, early in the transition period, many central banks in 
Central and Eastern Europe were under pressure to recapitalize insolvent banks 
as well as to subsidize state-owned enterprises. Also, due to the lack of securities 
markets, many governments sought direct lending from the central banks. 

One modification of the GMT index in line with the characteristics of transi- 
tion economies is found in Maliszewski (2000), who has added two components 
to the original index. The first is added to the group that measures political inde- 
pendence and refers to the provisions for governor’s dismissal. According to this 
component, a central bank is more independent if the provisions for governor's 
dismissal are on a nonpolitical basis, such as loss of ability in fulfilling the duties 
or involvement in criminal activity. The second component is added to economic 
independence and asks whether lending to the government is securitized. As 
a result, the GMT index of Maliszewski (2000) contains 17 components with a 
maximum value of 18. 

Lybek (1999) has provided major modifications to the GMT index made 
specifically for transition economies. The index employs a different weighting 
system as the individual components are not valued on a binary scale (zero or 
one), but they can take several values between zero and one. Also, the modified 
index has a richer structure, containing 21 components of which 12 are taken 
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from the original GMT index. The other nine are new and consider some addi- 
tional elements of political and economic independence as well as some aspects 
of financial independence and accountability. The additional criteria consider the 
following aspects: the role of central banks in determining the foreign exchange 
rate, coordination between the central bank and the government, provisions for 
dismissal of the governor and the board, whether all the credit to the govern- 
ment is securitized, whether the central bank performs quasi-fiscal activities, 
the monetary instruments under the central bank’s control (interest rates, open 
market operations, reserve requirements) and the use of direct monetary instru- 
ments, financial independence (central bank assets, profit allocation, covering 
of losses), disclosure and reporting requirements to the legislature, and external 
auditing of the central bank’s financial statements. 

Similarly, Neyapti (2001) has constructed a modified CUK index by adding 
three additional criteria specific for the transition economies: financial independ- 
ence (central bank’s budget and salaries of its high ranking employees), rules and 
regulations regarding the central bank’s role in bank supervision, and provisions 
for emergency credit to the financial sector. The rationale behind the first compo- 
nent is that higher financial independence reduces the government’s influence 
in the decision-making process within the central bank. In addition, strict bank 
supervision and the abolishment of emergency credit facilitate the implementa- 
tion of hard budget constraints. 


3.4 Legal versus actual CBI 

As shown above, CBI indices usually refer to the legal status of central banks. 
But sometimes, central banks may not enjoy the same level of independence as 
prescribed by the law. In other words, a central bank’s decisions may be influ- 
enced by the government, which could easily alleviate the legal provisions. 
Consequently, actual CBI may deviate from legal, especially in emerging coun- 
tries where the rule of law is generally weak. Therefore, several alternative indices 
have been constructed for the purpose of measuring actual CBI: a questionnaire- 
based index (QBID), an index of the political vulnerability of the governor’s office 
(VUL), and an index of turnover of governors (TOR). 

The QBI, established by Cukierman (1992) and Cukierman et al. (1992), is 
based on the responses of a questionnaire sent to the central bank officials. It 
consists of seven questions with different weights, which are similar to those 
included in the CUK index. Numerical values from zero to one are attached to 
each answer with higher values implying greater degree of actual CBI. According 
to the results from a sample of 26 developing countries for the period 1980-1989, 
there is a negative and statistically significant relationship between QBI and infla- 
tion, while the legal CUK index was insignificant. These finding suggests that 
actual CBI in emerging economies may deviate from statutory provisions. 
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The VUL index, constructed by Cukierman and Webb (1995), measures the 
probability of the replacement of a central bank governor during the first six 
months following the process of political transition. They find that the index is 
much higher in developing countries as compared to developed ones, showing 
that central banks in emerging economies are exposed to strong political pressure 
despite their high legal independence. 

The TOR index, provided by Cukierman (1992) and Cukierman et al. (1992), 
is seen as the most reliable indicator for actual CBI, and consequently it is the 
most widely used in the empirical work. Higher TOR values (above a threshold 
level of 0.2-0.25, which corresponds to a turnover period of four to five years), 
indicates a lower actual CBI. They provide empirical evidence that the TOR index 
better tracks CBI in developing countries, which is in contrast to industrialized 
countries where the legal status matters. In a similar fashion, Sikken and De Haan 
(1998), and De Haan and Kooi (2000) provide empirical support to the view that 
the TOR index provides a more adequate representation of CBI in developing 
countries. 

Therefore, it seems that there is an important deviation between actual and 
legal CBI in emerging economies. One explanation is that central bank laws 
in these countries are imprecisely specified, which creates the possibility for 
governments to exert political pressure on central banks. Another explanation 
is that, even in the presence of well-specified laws, CBI may be constrained 
by the established informal practices and norms of behaviour. Furthermore, 
the actual behaviour of central banks is strongly influenced by the institu- 
tional environment in which it operates. For instance, with underdeveloped 
financial systems, central banks may be forced to lend to insolvent banks in 
order to prevent banking crises, thus abandoning their statutory goals for price 
stability. 


4 The evolution of CBI in transition economies 
In the early 1990s, former communist countries embarked in comprehensive 
economic and institutional transformation, which also included a reform of 
monetary institutions. In these regards, simultaneously with the introduction 
of national currencies, transition economies imposed new central bank legisla- 
tion, which was occasionally amended later on. As a result, by the end of the 
1990s, transition countries already had substantially higher levels of legal CBI 
compared to the industrialized economies in the late 1980s (see Maliszewski, 
2000, and Cukierman et al., 2002). Moreover, the majority of these countries 
introduced further changes to the legal status of their central banks during the 
2000s. 

As shown in Table 1.3, there has been a huge increase in the CBI indices of 
transition economies between their first and last central bank laws. For instance, 
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the median CUK index calculated on the basis of first central bank laws is 0.46, 
while its median value in the late 2000s is 0.85. Similarly, the median value of 
GMT index has increased from 8 to 11.5 between the first and the last central bank 
law. Looking at individual countries, we can observe a substantial increase in the 
CUK index in almost all cases, with the exception of Mongolia, Turkmenistan, 
and Belarus. In the first two countries, the CUK index has stagnated, while in 
Belarus, its value actually declined. 

If we compare the level of legal CBI across transition economies, we can notice 
that Croatia, Bosnia and Herzegovina, Armenia, Romania, the Kyrgyz Republic, 
Estonia, and Lithuania have the most independent central banks with values 
of the CUK index above 0.9. Bosnia, the Czech Republic, Georgia, the Kyrgyz 
Republic, and Latvia have the highest values of the GMT index. On the other 
hand, in terms of the CUK index, Azerbaijan nears the bottom of the list (with a 
value below 0.6), followed by Mongolia and Kazakhstan at the very bottom (with 
values below 0.5). Similarly, Kazakhstan has the lowest GMT score (6), followed 
by Azerbaijan and Mongolia (7). 

Overall, one can argue that transition economies are characterized by pretty 
high levels of legal CBI as illustrated by the median value of the CUK index of 
0.85. In fact, out of 28 countries listed in Table 1.3, in seven of them the CUK 
index exceeds 0.9. In addition, the high levels of legal CBI in transition econo- 
mies can be inferred by comparison with developed economies. For instance, the 
mean value of the CUK index in nine industrialized countries during the 1980s 
was only 0.44, which is much lower than the median for transition economies 
(0.85) and even slightly lower than the median value of the CUK index calculated 
on the basis of their first central bank laws (0.46). Also, only six transition econo- 
mies listed in Table 1.3 have lower values of the CUK index than Switzerland 
and Germany, which were ranked highest in terms of CBI among industrialized 
countries during the 1980s (see Cukierman, 1992, and Cukierman et al., 1992). 
These findings are in line with Dvorsky (2000, 2008), Ilieva and Healey (2001), 
and Arnone et al. (2007), who show that most transition countries have higher 
CBI indices compared to the majority of developed economies. 


5 The CBI - inflation relationship 

As explained above, there are strong theoretical arguments for CBI as a powerful 
institutional arrangement that delivers lower inflation. The relationship between 
CBI and inflation has been tested extensively in the empirical literature. The 
numerous studies differ according to the empirical method employed, the type 
of CBI indices used, as well as the economies included in the sample (industrial- 
ized or emerging countries). In this section we provide a brief overview of the 
empirical literature in this field accompanied by a discussion of the main meth- 
odological issues. 
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Table 1.3 CBl indices in transition economies, 1990-2010 


CUK index GMT index 
First central Last central First central Last central 
Country bank law bank law bank law bank law 
Albania 0.51 0.69 6 9 
Armenia 0.30 0.95 8 13 
Azerbaijan 0.22 0.58 4 7 
Belarus 0.73 0.65 10 10 
Bosnia and Herzegovina 0.98 0.98 14 14 
Bulgaria 0.55 0.86 8 11 
Croatia 0.44 0.99 10 13 
Czech Republic 0.73 0.86 11 14 
Estonia 0.78 0.91 1 13 
Georgia 0.73 0.87 12 14 
Hungary 0.67 0.89 8 11 
Kazakhstan 0.32 0.49 4 6 
Kyrgyz Republic 0.52 0.92 7 14 
Latvia 0.47 0.87 11 14 
Lithuania 0.28 0.91 7 13 
Macedonia 0.35 0.83 8 12 
Moldova 0.38 0.80 8 11 
Mongolia 0.43 0.48 2 7 
Poland 0.10 0.89 7 13 
Romania 0.34 0.94 7 10 
Russia 0.43 0.64 9 9 
Serbia 0.36 0.85 5 13 
Slovakia 0.62 0.84 9 9 
Slovenia 0.63 0.86 11 12 
Tajikistan 0.36 0.82 2 13 
Turkmenistan 0.64 0.64 11 11 
Ukraine 0.42 0.73 5 10 
Uzbekistan 0.56 0.75 7 10 


Source: Bogoev et al. (2012b), p. 47-48. 


5.1 An overview of the empirical literature 

The early empirical studies investigate the direct relationship between the CBI 
and inflation for the developed economies by employing very simple econometric 
techniques (usually bivariate regressions). For example, Bade and Parkin (1988) 
and Grilli et al. (1991), using two different indices of legal CBI, find a signifi- 
cant and negative relationship between CBI and inflation for developed econo- 
mies. Cukierman et al. (1992) and De Gregorio (1996) investigate the relationship 
between CBI and inflation separately for developed and developing econo- 
mies, showing that the level of legal CBI is significantly and negatively related 
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to inflation only in developed economies. For developing countries, it appears 
that actual instead of legal CBI is the one that matters for inflation. In contrast, 
Eijfinger and van Keulen (1995) do not find a significant relationship between 
various measures of legal CBI and inflation in developed economies, implying 
that the significance of CBI is index-specific. 

Later on, the empirical research on the CBI-inflation relationship has been done 
in a multivariate context. Specifically, recent studies have employed more appro- 
priate econometric procedures and have included various control variables, such 
as macroeconomic factors (output growth, public debt, budget deficits, and trade 
openness), institutional arrangements (political instability, structural reforms, 
and exchange rate regimes), and/or labour market arrangements (unemployment, 
union density, and wage bargaining). A non-exclusive list of this strand of the 
empirical literature on CBI includes the papers by Bleaney (1996), Campillo and 
Miron (1996), Cottarelli et al. (1998), Oatley (1999), De Haan and Kooi (2000), 
Cechetti and Krause (2002), Jacome and Vazquez (2005), Destefanis and Rizza 
(2007), Crowe and Meade (2008), and Klomp and de Haan (2010). Though some 
of these studies are able to support the negative association between inflation and 
legal CBI, most of them find that this link substantially weakens or disappears 
after controlling for various economic and institutional variables. In addition, 
Brumm (2000) shows that the relationship between inflation and CBI depends 
on the indicator used for measuring CBI, while Eijfinger and Stadhouders (2003) 
show that, even for developed economies, only actual CBI has a significant impact 
on inflation. 


5.2 The empirical research on CBI in transition economies 

Loungani and Sheets (1997) were the first to study the relationship between CBI 
and inflation in transition economies. They employ a cross-sectional regression 
and find that, after controlling for some institutional variables (especially the 
liberalization progress), the relationship between legal CBI and inflation weakens. 
The mutual relationship among the overall liberalization process, CBI, and infla- 
tion has been studied in more depth by Cottarelli et al. (1998), Ilieva and Healey 
(2001), Maliszewski (2000), Cukierman et al. (2002), Eijfinger and Stadhouders 
(2003), Bogoev et al. (2012a) and Petrevski et al. (2012). 

The major finding of these studies is that the association between CBI and 
inflation becomes significant only after some threshold level of overall liberali- 
zation of the economy. This may imply that CBI might have been an ingredient 
in the overall transformation process but not a sufficient condition for lowering 
inflation, at least in the initial period of the transition process. The usual explana- 
tion for this phenomenon is related to the processes of market liberalization and 
abolishing price controls. Specifically, lifting price controls caused a sudden jump 
in the price level of various goods and services due to the adjustment towards 
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their market equilibrium values. Accordingly, though central banks in transi- 
tion economies have become more independent, due to the price liberalization 
process, they were not successful in reducing inflation (Cukierman et al., 2002). 
Later on, after the adjustment process of prices had been completed, the expected 
negative relationship between CBI and inflation emerged (Cukierman et al., 2002, 
and Maliszewski, 2000). An additional explanation suggested by Eijffinger and 
Stadhouders (2003), is that the overall liberalization of the economy (the liberali- 
zation of foreign trade exchange rates, and the privatization process) improved 
the compliance with law, with favourable effects on CBI and inflation control. 


5.3 A critical assessment of empirical evidence 

The evaluation of empirical research reveals that the negative CBl-inflation 
relationship as suggested by economic theory is usually found in early studies, 
while recent empirical evidence has produced ambiguous results. However, when 
assessing the validity of the empirical findings one should take into account the 
very simple econometric procedure employed in the early studies. The major 
shortcoming of this group of studies is that they are based on bivariate regres- 
sions in which inflation is regressed on some measure of CBI without considering 
the effect of other control variables that may also affect inflation. Asa result, these 
studies may suffer from the well-known ‘variable omission bias’, leading to biased 
and inconsistent estimates of regression parameters. 

In addition, these studies do not properly deal with the issue of reverse 
causality between CBI and inflation, which may cause the problem of endog- 
eneity and, hence, invalid regression estimates. For instance, one may argue that 
inflation-averse societies usually establish independent central banks as a means 
of maintaining price stability. Under these circumstances, there will be a negative 
association between inflation and CBI, though it is not CBI that leads to lower 
inflation, but rather the causality from CBI and inflation may go in the opposite 
way (Alesina and Stella, 2010). This argument can be illustrated by the experi- 
ence of the industrialized countries, which carried out successful disinflation in 
the early 1980s without any new institutional arrangements (Romer and Romer, 
1996). 

An alternative explanation of the endogeneity of CBI is presented by Posen 
(1995, 1998), who argues that some interest groups in the society (especially, 
banking and financial sectors) lobby for increased CBI as a means for main- 
taining low inflation. In fact, these sectors benefit from price stability since finan- 
cial contracts are predominantly expressed in nominal terms and a substantial 
proportion of their assets are invested in fixed-income instruments. This explains 
why the financial sector is especially inflation averse. Therefore, the more devel- 
oped the financial sector, the higher the inflation aversion (financial opposition 
to inflation). Along these lines, both higher CBI and low inflation are endogenous 
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outcomes reflecting the financial opposition to inflation. Bogoev et al. (2012b) 
provide empirical support to this hypothesis for transition economies, showing 
that when financial opposition to inflation is included in the regression, the nega- 
tive CBI-inflation relationship disappears. 

Recent empirical studies attempt to correct for the two important econometric 
problems in earlier studies: variable omission and reverse causality. Regarding 
the former, they include various control variables that are seen as significant 
determinants on inflation, such as macroeconomic factors (output growth, unem- 
ployment, public debt, budget deficit and trade openness), institutional arrange- 
ments (political instability, the exchange rate regime, and structural reforms), 
and labour market arrangements (unemployment, union density, and centraliza- 
tion of wage bargaining). As for reverse causality and endogeneity, the majority 
of these studies either includes CBI as a predetermined variable or employs the 
instrumental variable approach. However, as pointed by Wooldridge (2002) and 
Roodman (2009), including lagged CBI as a regressor does not resolve the problem 
of endogeneity since predetermined variables might still be correlated with past 
errors and cannot be treated as strictly exogenous. Following these arguments, 
Bogoev et al. (2012b) and Petrevski et al. (2012) analyse the CBI-inflation rela- 
tionship in a dynamic context by employing a more efficient estimation method 
(GMM). 

Consequently, the main findings from the empirical research on the 
CBI-inflation relationship can be summarized as follows: there is weak empir- 
ical evidence that CBI alone is a sufficient tool for lowering inflation; it seems 
that this relationship is influenced by a number of macroeconomic and insti- 
tutional factors, which must be given a proper account in the analysis; most of 
the empirical studies are characterized by serious econometric shortcomings, 
especially the reverse causality and endogeneity problems; after controlling for 
the overall liberalization process as well as the endogeneity of CBI, it seems that 
the role of legal CBI as a disinflation device in transition economies might have 
been overstated. 


6 Conclusions 

During the last three decades, the legal status and the operational framework of 
central banks throughout the world have changed substantially. The trend towards 
increasing CBI could be explained by the negative experience with the discre- 
tionary policies during the 1970s as well as the advances in economic theory. In 
economic theory, the extremely influential concept of ‘time inconsistency’ associ- 
ated with discretionary monetary policy has provided a strong case for delega- 
tion of monetary policy to an independent central banker. Also, political business 
cycle models suggest that the delegation of monetary policy to an independent 
central bank arises as a socially preferable solution. 
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Defining the degree of CBI is a complex issue, which includes several dimen- 
sions. In these regards, the literature considers four aspects of CBI: institutional 
independence, functional independence, personal independence, and financial 
independence. Also, it is argued that central banks should be instrument inde- 
pendent but goal dependent. In practice, it may be difficult to determine the 
extent of central bank autonomy, and for this purpose, several indices have been 
constructed attempting to quantify the level of CBI. Among them, the most 
comprehensive and most widely used are the GMT and CUK, which are based 
on subjective readings of central bank legislation. Yet, these indices measure the 
legal status of central banks, which sometimes may diverge from their actual 
behaviour. 

The move towards greater degrees of CBI has been especially prominent in the 
emerging economies, including transition economies from Central and Eastern 
Europe, which have made impressive reforms in the central bank legislation as 
part of the overall transformation process. There has been a huge increase in 
the CBI indices of transition economies between their first and the last central 
bank laws. For instance, the median CUK index calculated on the basis of first 
central bank laws is 0.46, while its median value in the late 2000s is 0.85. As a 
result, nowadays, central banks in transition countries enjoy even higher legal 
CBI compared with the central banks in developed economies. 

There are strong theoretical arguments for CBI as a powerful institutional 
arrangement that delivers lower inflation. The relationship between CBI and 
inflation has been tested extensively in the empirical literature. The early papers 
investigate the direct relationship between the CBI and inflation by employing 
very simple econometric techniques, while recent studies have employed more 
appropriate econometric procedures and have included various control variables, 
such as macroeconomic factors, institutional arrangements and labour market 
arrangements. The main findings from the empirical research on the CBI-inflation 
relationship are as follows: there is weak empirical evidence that CBI alone is a 
sufficient tool for lowering inflation; it seems that this relationship is influenced 
by a number of macroeconomic and institutional factors, which must be given 
a proper account in the analysis; after controlling for the overall liberalization 
process as well as the endogeneity of CBI, it seems that the role of legal CBI as a 
disinflation device in transition economies might have been overstated. 
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Currency Reforms in Emerging-Market and 
Transition Economies 


Karsten Staehr 


Abstract 

Currency reforms have been implemented every so often in emerging-market 
and transition economies. A currency reform is a prearranged redenomination 
or alteration of the currency, sometimes with confiscatory elements. Currency 
reforms may be introduced as part of a disinflationary stabilization programme, 
when territorial or political changes warrant the introduction of a new currency, 
or when a country joins a currency union. A currency reform may be a useful 
step in obtaining or retaining macroeconomic stability, but the outcome of the 
reform rests on the acceptance and credibility of the new currency. The details of 
the implementation of a currency reform and in particular of the accompanying 
policy measures are of crucial importance for a successful currency reform. 


Keywords: Currency, currency reform, stabilization policy, exchange rate system, 
credibility, currency union 


1 Introduction 

Money or currency is a commonly used medium of exchange, and fiat money is 
currency without intrinsic value typically issued by the authorities in a country 
or other political entity. One or several currencies can circulate at the same 
time, but the authorities typically designate one currency as the legal tender, 
that is, a currency in which creditors cannot refuse the settlement of financial 
obligations. The authorities decide the legal and practical arrangements for the 
legal tender and may also regulate the possible use of other currencies in the 
country. 

The term currency reform refers to a prearranged alternation of the legal 
tender and possibly other changes in the legal framework for the use of curren- 
cies (Abrams and Cortés-Douglas, 1993; Mas, 1995). A currency reform typi- 
cally entails the redenomination of the existing currency or its replacement 
by a new currency. The public is given a certain time in which to exchange the 
existing currency for the new one. The reform may directly or indirectly include 
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a confiscatory element depending on the rates of conversion between the existing 
currency and the new currency. 

Currency reforms can take many forms (Mas, 1995;, Boyle, 2002). This chapter 
distinguishes between three main categories of currency reform or situations 
where it occurs. The first case is when a country changes or redenominates its 
existing currency, often by removing a number of zeros, as part of a stabilization 
programme meant to reduce inflation and other macroeconomic imbalances. The 
second case is when a country has become independent and faces the choice of 
which currency to adopt as its legal tender. The third case appears when a country 
joins a currency union. The change or redenomination of an existing currency, 
the introduction of a new currency, or the accession to a currency union would 
typically be accompanied by a range of auxiliary policy measures aiming to facili- 
tate the adoption of the new currency. 

Currency reforms have been implemented every so often in emerging-market 
and transition economies. Waves of currency reforms occurred after the decoloni- 
zation following World War II and again in transition countries in the early 1990s 
after the collapse of the Soviet Union and Yugoslavia. In many cases, the reforms 
introduced new currencies at a point when there were severe macroeconomic 
distortions including high open and repressed inflation. Several emerging-market 
and transition economies have adopted a non-national currency as exemplified 
by Ecuador which adopted the US dollar in 2000. Other countries have joined 
currency unions; Slovenia, Slovakia and the three Baltic states joined the euro 
area between 2007 and 2015. The introduction of currency reforms remains a 
topical issue for many emerging-market and transition economies as new nations 
are formed or political and economic priorities change. 

This chapter provides an overview of the issues and challenges of currency reform 
in emerging-market and transition economies. The discussion includes the role of 
currency reform in stabilization programmes addressing open and repressed infla- 
tion, the challenges faced by newly independent countries deciding on currency 
reform, and the accession to a currency union. The discussion is complemented by 
experiences from countries that have implemented currency reform. 

The term currency reform is interpreted narrowly in this chapter. The term is 
sometimes used to denote a change from one monetary policy regime to another 
without the introduction of a new or redenominated currency; see Staehr (2015) 
in this Dictionary for more details on the choice of exchange rate regime. The term 
may also be used about changes in the organization of the global or regional finan- 
cial system. The debates on these issues vary in intensity depending on economic 
and political developments in the world economy (Keynes, 1924; Mundell, 2001). 
The choice of exchange rate system and issues regarding the global and regional 
financial system will only be discussed in the context of currency reforms entailing 
a redenomination or change of the currency in use. 
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2 Currency reform and stabilization 

Many emerging-market and transition economies have experienced periods of 
high inflation or other kinds of monetary instability. The factors behind such 
episodes are typically expansionary monetary and fiscal policies in combina- 
tion with lower demand for domestic currency because of expectations of higher 
future inflation (Agenor and Leenblad, 1992; LaHaye, 1985). Too much money is 
chasing too few goods or — phrased differently - demand exceeds supply, exerting 
upward pressure on prices. In extreme cases, the process results in hyperinflation 
where the rate of inflation becomes extreme (Siklos, 1990). 

Excess demand may show up in the form of open inflation and in other forms 
of monetary instability, depending on government regulation and controls (Nuti, 
1989). First, there may be repressed inflation if a comprehensive set of price 
controls have led to shortages that cause the public to accumulate excess real 
balances, creating a monetary overhang. Second, there may be large differences 
between the official exchange rate and the black-market exchange rate if capital 
controls have led to excess demand for foreign currency. Third, countries with 
severe monetary instability often see foreign currencies used in parallel with the 
domestic currency. Such unofficial dollarization can exhibit substantial persist- 
ence and may be difficult to deter or regulate if high inflation and shortages render 
the domestic currency impractical in many cases as a means of exchange and 
a store of wealth (Giovannini and Turtelboom, 1994; Mongardini and Mueller, 
1999). 

The authorities in a country exposed to high inflation or other kinds of mone- 
tary instability may implement a stabilization programme to address these prob- 
lems. Such programmes typically use either the money stock or the exchange rate 
as a nominal anchor. In the first case, the growth of money is restrained, while in 
the second case the domestic currency is pegged to a foreign currency. Whatever 
the choice of nominal anchor, other policies such as fiscal consolidation, income 
policy and structural reforms are typically included in the programme. The chal- 
lenges and the merits of different policy options are discussed in Polanski (2015) 
and Staehr (2015) in this Dictionary. 

A currency reform entailing a redenomination or change of currency may in 
some cases be part of a stabilization programme. The currency reform must be 
included in the planning of the stabilization programme as it requires the neces- 
sary economic and institutional preconditions to be in place and the currency 
reform to be prepared and implemented in a regimented manner (Abrams and 
Cortés-Douglas, 1993). 

If the authorities decide to use the exchange rate as nominal anchor, there are 
still many possible options. One option which by definition includes a currency 
reform is the adoption of the currency of a foreign country or currency union as 
legal tender, that is, official dollarization. The country will typically have no rights 
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towards the country or currency union issuing the currency; it will not be able 
to influence decisions about the interest rate and money supply, and it will not 
receive any seigniorage. The foreign currency may be adopted with or without the 
consent of the party issuing the currency. Examples of unilateral official dollari- 
zation in Latin America include Ecuador which replaced the national sucre by 
the US dollar in 2000 after years of high inflation and economic instability and 
El Salvador which declared the US currency legal tender in 2001. 

The use of the currency of another country or currency area entails numerous 
trade-offs. The benefits are related to the virtual absence of exchange rate vari- 
ability and the ability to ‘borrow’ the credibility of a country or currency area 
with a track record of low inflation. The costs are related to the almost complete 
loss of monetary autonomy, leaving it impossible to set interest rates independ- 
ently or of making changes in the exchange rate. The relative importance of the 
costs of completely giving up monetary independence is covered by the theory 
of the Optimal Currency Area. The theory points to factors that may reduce the 
importance of monetary independence and hence reduce the costs of adopting 
the currency of another country or currency area (see De Grauwe, 2014; Staehr, 
2015 in this Dictionary). 

One complication arises in cases where regulation has led to a large monetary 
overhang and repressed inflation. Stabilization programmes in these situations 
will typically include liberalization of price setting and foreign exchange markets 
and these measures may lead to extra demand and a jump in prices as the mone- 
tary overhang is eliminated. The liberalization may thus turn repressed inflation 
into open price increases and perhaps long-lasting inflation, potentially under- 
mining the stabilization programme. 

A currency reform might play an important role as part of a stabilization 
programme, depending on how the reform is devised and implemented. The 
currency reform may use a redenominated version of the existing currency typi- 
cally with several zeros eliminated, although other conversion factors have also 
been used. The redenominated currency might retain its previous name, often 
with the term ‘new’ in front, or it may be given an entirely new name. The public 
are typically afforded a few weeks to exchange their existing bank notes and coins 
for new ones, while bank deposits and other financial assets may be converted at 
the start of the reform programme. 

A currency reform can include an element of confiscation (Mas, 1995; Abrams 
and Cortés-Douglas, 1993; Agenor and Lennblad, 1992). Explicit confiscation can 
be achieved by allowing individuals to exchange only a fixed amount, a share of 
their currency holdings or only lower-denominated banknotes. Various bureau- 
cratic restrictions may be in place or it may even be difficult for the public to reach 
places where exchange of the old currency takes place. Different conversion rates 
for different assets can also be applied with the aim of confiscating parts of the 
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existing currency holdings. After the end of the exchange period, the remaining 
stock of old currency in circulation is typically made worthless entailing explicit 
confiscation. The confiscation means that parts of the currency holdings of the 
public are repudiated and this may limit inflationary pressures after the currency 
reform. Such explicit confiscation stands in contrast to the implicit confiscation 
that would result from the high levels of inflation that would otherwise persist 
after the changeover. 

A currency reform may play an important role in the stabilization programme. 
This is most directly seen when there is a confiscatory reform which partly or 
fully eliminates a possible monetary overhang. This may imply that the initial 
price jump will be modest, reducing the inflationary risks stemming from the 
liberalization of prices and exchange rates and may also exert downward force on 
inflation even if there is no substantial monetary overhang at the beginning of the 
stabilization programme (Agenor and Lennblad, 1992). 

A currency reform may, however, also play a role in a stabilization programme 
even if it only entails a redenomination of the domestic currency (Abrams and 
Cortés-Douglas, 1993; Mosley, 2005). First, it makes the policy change directly 
visible and this may help signal a departure from the past and enhance the 
credibility of the overall programme. Second, it may facilitate transactions and 
accounting in the domestic currency, and this may in itself increase the demand 
for domestic currency, a change which may be disinflationary. Finally, increased 
demand for domestic currency will reduce the demand for foreign currency and 
this may, ceteris paribus, lead to an appreciation of a floating exchange rate or an 
increase in foreign currency reserves when the exchange rate is fixed. It follows 
that a currency reform may enhance the credibility of a stabilization programme 
and this may increase the demand for real balances and enhance the disinfla- 
tionary effects (LaHaye, 1985; Bental and Eckstein, 1990). 

A currency reform may be a valuable component of a comprehensive stabiliza- 
tion programme through its possible effects on credibility and the removal of a 
monetary overhang. This also suggests that the authorities could be tempted to 
implement a currency reform to reap the possible benefits and then subsequently 
renege on core components of the programme such as contractionary monetary 
or exchange rate policies. Experience shows that such a scenario has been played 
out many times, in particular in Latin American countries and some transition 
countries in the early 1990s. 


3 Anewcurrency 

Although it is not a very frequent occurrence, history shows that new countries 
gain independence occasionally and these countries have often been emerging- 
market and transition economies. Among the first questions facing the decision- 
makers in a newly independent country is the choice of currency to be used. 


Currency Reforms 33 


The introduction of a currency for the first time raises a number of challenging 
economic and practical issues (Abrams and Cortés-Douglas, 1993; Lotz and 
Rocheteau, 2002). 

The newly independent country may in some instances be able to retain the 
currency used before independence and so effectively adopt a non-national 
currency. This may be an option for a transitional period or for a longer span of 
time. Section 2 discussed the advantages and disadvantages of using a non-national 
currency, but the typical choice for a newly independent country is to implement a 
currency reform, which implies that a currency is introduced eventually. 

A number of transition countries emerging from the break-up of the Soviet 
Union initially chose a two-pronged or dual system, where the existing rouble 
was supplemented by parallel but temporary currency coupons issued domesti- 
cally (Abrams and Cortés-Douglas, 1993). This gave additional time for preparing 
and introducing the permanent new currency, while giving the authorities some 
monetary autonomy in the meantime. The two-pronged system was for instance 
used in Latvia and Lithuania from 1991 to 1992 when the Latvian rublis and the 
Lithuanian talonas were circulating alongside the Russian rouble. 

The simultaneous circulation of two currencies raises the complication that 
the inflation rates may differ between the two currencies. This means that the 
two currencies are not perfect substitutes and this will generally impede the use 
of the currencies for transactions and as a store of value. The public will have an 
incentive to save in the currency with the lowest expected inflation and spend the 
currency with the highest expected inflation and the results is effectively that ‘bad 
money drives out good’, an outcome known as Gresham’s Law (Bernholz and 
Gersbach, 1992; Giovannini and Turtelboom, 1994). 

One major issue that must be addressed at an early stage is the acceptability of 
the new currency (Selgin, 1994; Lotz and Rocheteau, 2002). If the new currency is 
introduced but the public does not want to hold the currency, the result might be 
high inflation and currency substitution or unofficial dollarization where other 
currencies are used in parallel with the new currency. A lack of acceptability for 
the new currency may thus lead to monetary and financial instability. 

This raises the issue of the preconditions and policy measures that are required 
to ensure acceptability. One way of achieving it is to link the value of the new 
currency to a stable and widely accepted currency by pegging the exchange rate. 
Provided the pegged exchange rate policy is credible, the new currency becomes 
effectively a perfect substitute for the anchor currency such as the US dollar or the 
euro. The credibility of the fixed exchange rate will depend on the institutional 
setup and also on the availability of sufficient foreign currency reserves and effec- 
tive policy instruments; see Staehr (2015) in this Dictionary. 

A fixed exchange rate may, however, not be necessary in all situations if the 
new currency is adopted as the legal tender of the country (Selgin, 1994). The 
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legal tender status means that creditors are obliged to accept the new currency as 
payment for existing debt obligations and Gresham’s Law suggests that debtors 
will insist on using the new currency, particularly if it is deemed to be infla- 
tionary. However, the argument requires at a minimum the authorities to be able 
to enforce the obligation on creditors to receive the legal tender. 

One of the most important preconditions for the introduction of a new 
currency is that sufficient foreign currency reserves are available, although effec- 
tive enforcement of the legal tender status may reduce the importance of this 
somewhat (Selgin, 1994; Abrams and Cortés-Douglas, 1993). The corollary is 
that there are situations in which a currency reform and the introduction of an 
independent currency are not warranted. If the conditions before the reform, 
including the available foreign currency reserves, imply that acceptability cannot 
be ensured whatever other measures are taken, it might be an attractive option to 
postpone the currency reform until there is a reasonable probability that accept- 
ability can be ensured. 

The institutional and legal preparations for a new currency are demanding. A 
sufficient administrative capacity must be built up, typically in form of a sepa- 
rate central bank and a legal framework dividing decision-making and respon- 
sibilities between the central bank and other administrative units (King, 2004; 
Sekerke and Hanke, 2005).' A currency reform will typically be accompanied by 
additional measures seeking to facilitate the acceptance of the new currency and 
help ensure monetary and financial stability over time. These auxiliary measures 
can be laws governing the use of non-national currencies in various transactions, 
regulating the banking sector, and limiting monetary financing of fiscal deficits. 

The choice of exchange rate regime must be settled early. A fixed exchange 
rate may bring about allocation gains by facilitating trade and capital flows and 
may also help guide inflationary expectations, features that may be of particular 
importance to a newly independent country. A floating exchange rate may func- 
tion as a shock absorber stabilizing output and employment fluctuations and 
allowing the authorities to pursue an independent monetary policy. The choice 
is likely to depend on the availability of currency reserves, the size and openness 
of the economy, and possible inflationary pressures in the economy; see Staehr 
(2015) in this Dictionary for more details. 

Some European transition countries introduced somewhat unconventional 
exchange rate systems at an early stage of the transition process. First Estonia 
and then later Lithuania, Bulgaria, and Bosnia-Herzegovina introduced currency 
boards with a fixed exchange rate and full reserve coverage of the stock of domestic 
currency (Schwartz, 1993). Montenegro and Kosovo adopted the euro (initially in 
the physical form of the German mark) in 1999. 

The authorities must also decide on how far explicit confiscation should be part 
of the currency reform. As discussed in Section 2, this may in large part depend 
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on the size of the monetary overhang and the initial price jump the authorities are 
willing to accept. It is noteworthy that the distributional consequences of explicit 
confiscation can be very different from those stemming from implicit confisca- 
tion through high inflation (Mas, 1995; Abrams and Cortés-Douglas, 1993). 

‘The rate of conversion between the existing currency and the new one and also 
the extent of explicit confiscation are particularly important for countries with a 
pegged exchange rate. If the stock of domestic currency after the currency reform 
is very large, the fixed exchange can only be sustained if the foreign exchange 
rate is relatively depreciated as the outcome would otherwise be an outflow of 
currency threatening to exhaust the foreign currency reserves. An alternative to 
that may be capital controls limiting or delaying the outflow of capital (Abrams 
and Cortés-Douglas, 1993). 


4 Joining a currency union 

A country might also adopt a non-national currency by participating in a 
currency union. The main difference between official dollarization and partici- 
pation in a currency union is their rather different institutional and legal frame- 
works. A country in a currency union will typically participate in the monetary 
policy decisions of the union and also receive seigniorage, while this is not the 
case under official dollarization. 

The benefits and costs of participating in a currency union are broadly in 
line with those that come from fixed exchange rate systems; see Section 2. There 
are, however, some institutional differences (Rose, 2008; De Grauwe, 2014). 
First, the membership rules of currency unions typically make it impossible or 
very difficult for a member to leave the union without the consent of the other 
members. This amounts to an almost unbounded commitment to the fixed 
exchange rate. Second, membership of a currency union may afford a country 
some additional advantages if there is a financial crisis or other unforeseen 
events. Third, a country cannot unilaterally decide to join a currency union, but 
will typically have to satisfy some requirements before being admitted. Fourth, 
and partly asa corollary, it is clear that membership of a currency union is more 
inclusive and exacting than other fixed exchange rate regimes. Participation 
in a currency area may herald not only deeper economic integration, but also 
political integration. 

Participation in currency unions is still relatively rare for emerging-market 
and transition economies. Some Caribbean countries participate in the Eastern 
Caribbean Currency Union and use the East Caribbean dollar, which is pegged 
to the US dollar. A number of transition countries have joined the euro area and 
adopted the euro as their legal tender; Slovenia adopted the euro in 2007, Slovakia 
in 2009, Estonia in 2011, Latvia in 2014 and Lithuania in 2015. Membership of the 
euro area gives countries a say in the monetary policy of the area, but interest rate 


36 Karsten Staehr 


setting and other monetary policy tools must take into account the performance 
of the entire euro area. 

In all cases, the final irrevocably fixed rate of exchange between the existing 
currency and the euro was determined half a year before the switch and prices 
were denominated in both currencies well in advance of the changeover. The final 
exchange rate was generally chosen as the pre-existing fixed exchange rate or the 
floating rate in the market at the time the decision was made. The exception was 
Slovakia which chose to revalue the koruna before adopting the euro. 


5 Discussion 

A currency reform is a prearranged redenomination or change of currency and 
may have confiscatory elements. Currency reforms are typically implemented as 
part of a stabilization programme, when territorial and political changes allow 
the introduction of a new currency or when a country joins a currency union. 
Currency reforms are sui genesis relatively rare in practice, but potentially of great 
economic significance. 

‘The period immediately following World War II saw currency reforms across 
the world. Arguably the most famous reform was the one in West Germany in 
1948. The introduction of the German mark and the subsequent macroeconomic 
stabilization are often seen as the foundation for the Wirtschaftswunder in the 
1950s (Dornbusch and Wolf, 1990). 

Many emerging-market and transition economies have implemented 
currency reforms as part of stabilization programmes or when they have gained 
independence. Stabilization programmes are particularly prevalent in Latin 
America where almost all countries have introduced one or more currency 
reforms, with or without confiscation, since World War II (Mas, 1995). There 
were for instance five currency reforms in Brazil within the nine years from 
1986 to 1994. The many stabilization programmes and the associated currency 
reforms were a reflection of the programmes not being able to keep inflation 
at bay and restore stability, often because of underlying fiscal or structural 
problems. One lesson from the experiences in Latin America is that a currency 
reform alone cannot restrain inflationary pressures for any length of time if 
the underlying fundamental causes of the macroeconomic instability are not 
addressed. A currency reform is only a small part of a stabilization programme 
(Mas, 1995). 

A wave of currency reforms took place in the early 1990s after the break-down 
of the communist system. Some of the transition countries were independent 
states before the collapse of communism in 1989-1991, while others emerged 
after the break-up of the Soviet Union, Yugoslavia, and later Czechoslovakia. 
The currency reforms were generally implemented under difficult circumstances 
as the countries were undergoing fundamental economic and political changes 
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while having to build up administrative capacity and know-how (see e.g. Lainela, 
1993; Mencinger, 1993). 

The results of the initial currency reforms and stabilization programmes in the 
transition countries were rather mixed (Bruno, 1994). Most of the countries expe- 
rienced very large price jumps after the liberalization of prices and commerce 
even when explicit confiscation was part of the currency reforms. The price jumps 
were generally larger in the ex-Soviet countries than in central European coun- 
tries such as Poland and Czechoslovakia (Bruno, 1994). 

The subsequent developments showed the importance of the policy measures 
surrounding currency reforms. While most central and eastern European coun- 
tries, including the Baltic states, managed to contain inflationary pressures, this 
was not the case everywhere. Several of the countries emerging from the Soviet 
Union, including Russia, Ukraine, and other ex-Soviet countries, experienced 
very high rates of inflation on the back of relatively expansionary fiscal or mone- 
tary policies. This meant that the process of macroeconomic stabilization in many 
cases became delayed or protracted (Doyle and Cottarelli, 2001). Turkmenistan 
implemented a currency reform as part of a disinflation programme as recently 
as 2008 (Lonnberg, 2013). 


Note 

1. King (2004) discusses the importance of institutions in monetary policy making and the 
division of decision-making and responsibilities between different actors. It is argued that 
the currency reform implemented in Iraq in the early 1990s led to severe exchange rate 
fluctuations in part reflecting the public’s changing expectations of the future develop- 
ments of the monetary policy institutions. 
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Abstract 

This chapter reviews financial sector restructuring and development in Transition 
and Emerging Market Economies (EMEs) and focuses on enterprise financing. 
In the formerly centrally planned economies, the first step was to establish a 
commercial banking system, and this required privatization of both state owned 
banks and state owned enterprises and resolution of inherited bad debt problems. 
A corporate governance system for banks, including regulatory and supervisory 
mechanisms, had to be put in place in order to underpin financial stability and 
promote an efficient allocation of capital by assuring access to finance by new 
private small and medium sized enterprises (SMEs) and also households. Next, 
in common with other EMEs, attention can turn to developing capital, bond 
and equity, markets, and encouraging and accommodating financial innovation 
whilst guarding against financial instability and the development of anti-com- 
petitive economic rent seeking activities and fraud. The chapter identifies policies 
that can be used to promote these beneficial financial sector developments. 


1 Financial sector restructuring in ‘transition’ economies 

As the transition from centrally planned to market economies got underway 
in Central and Eastern Europe (CEE) in the early 1990s, it became increasingly 
evident that restructuring the banking sector should be given a very high priority 
in the stabilization and restructuring of formerly centrally planned econo- 
mies (CPEs) which had extremely rudimentary financial systems compared to 
emerging market economies in Asia and Africa. 

The CEE countries had only recently abandoned ‘mono-banking’ for ‘two-tier’ 
banking systems in which a central bank was separated from commercialized, 
formerly specialized, banks and had begun to develop a ‘third tier’ of private 
sector banks, which were often joint-ventures with banks from neighbouring 
‘western’ countries. Apart from the banks, the financial sector was virtually non- 
existent. There were no capital markets or wholesale money or interbank markets 
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of any significance and no non-bank financial intermediaries such as insurance 
or pension funds, managing portfolios of shares in private sector companies, or 
holding government bonds (debt). Before the launch of privatization programmes, 
the industrial and retail sectors were state-owned and the service sector was 
underdeveloped. 


2 Banking sector reform and corporate governance 

The abandonment of mono-banking at the heart of the Soviet central planning 
system was initiated in China in 1984. China vested the central banking func- 
tions of the ‘National Bank’ in the Peoples Bank of China and created separate 
state-owned ‘commercial’ banks from the previously specialized banking institu- 
tions, thereby forming a two-tier banking system. In the second half of the 1980s, 
first Hungary, then Bulgaria, and then other CPEs followed suit as they tried to 
by introduce market forces alongside a central planning framework. Hungary 
went further by granting licences to joint ventures between the newly created 
commercial banks and foreign banks. This move was followed in some other 
CPEs, including the then Soviet Union, which also began to allow the establish- 
ment of numerous co-operative banks, and a third tier of banks was created. The 
development of third-tier banks accelerated with the establishment of numerous 
domestically-owned private sector commercial banks following the abandonment 
of communism in CEE from 1989. The state-owned commercial bank continued 
to dominate the banking systems in the transition economies, but privatization 
of the state-owned commercial banks gathered pace in the mid 1990s with the 
support of the European Bank for Reconstruction and Development (EBRD), 
which commenced operations in April 1991. 

The ‘mono-banking’ system was a misnomer because in reality CPEs had a 
number of banks specializing in agriculture, investment, and trade finance, for 
example, as well as a national bank and a savings bank. With the introduction of 
two-tier banking, the formerly specialized banks were allowed to diversify and 
engage in commercial lending. 

These ‘commercialized’ banks lacked experienced staff with well-developed 
risk appraisal skills, as well as the branches and networks to collect deposits from 
the public and to provide nationwide modern money transmission services. The 
public was used to receiving rudimentary services from the state savings bank, 
whose key function was to collect savings and channel them, via the national 
bank, to help fund planned government expenditure. Under mono-banking, a 
national bank’s roles included the disbursement of planned budgetary alloca- 
tions, the collection of taxes, and monitoring the use of the allocated credits (i.e. 
a corporate governance role). It was thus an arm of the planning agency, a finance 
ministry, and a central bank rolled into one. 

Abandoning central planning in favour of market capitalism required the 
introduction of alternative means of allocating credits, or capital. In market 
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economies, banks have been the most important allocators of capital through 
the advancement of loans (debt contracts) to enterprises and households. In 
more advanced capitalist economies, such as the US and the UK, capital markets, 
including stock exchanges, also play an important, but normally subservient, role 
in the allocation of capital, but their role has been progressively increasing over 
the past 25 years. Capital markets allocate debt and equity capital to enterprises 
who issue securities such as bonds and shares or stocks. The proportion of capital 
allocated this way has grown significantly over the last 25 years as a result of secu- 
ritization, which engenders disintermediation (Mullineux et al., 2011), and has 
led to the growth of a ‘shadow banking’ sector (Pozsar and Singh, 2011). 

Whilst the first priority of financial sector reform in transition economies was 
to establish a well-functioning banking sector, capital markets began to develop as 
the result of the execution of privatization programmes. The issuance of govern- 
ment securities helped stimulate the development of capital markets and served 
as benchmarks. 

‘The restructuring of the banking sector required the development of whole- 
sale money markets, and particularly an interbank market. These markets facili- 
tate increased efficiency in the allocation of capital, which is the prime goal of 
the reform process. Banks with insufficient profitable lending opportunities and 
a surplus of (retail) deposits, such as savings banks, should be able to lend to 
commercial banks with a surfeit of potentially profitable lending opportunities 
but a shortage of retail deposits. 

A rapid transfer of know-how to practitioners and supervisors concerning 
lending techniques and risk control, via asset and liability management, in 
commercial banking is required if a more efficient allocation of capital is to be 
achieved. Partnering with foreign banks through joint ventures, sales of domestic 
banks to foreign banks provided the quickest route. Extensive foreign bank 
ownership, and indeed dominant market shares, resulted. 

In capitalist economies, the financial sector not only allocates capital, but also 
monitors its use and responds to its misuse. This corporate governance func- 
tion is crucial since if it is not used efficiently, capital should be withdrawn and 
re-allocated. It is through this process that continuous restructuring and develop- 
ment occurs under capitalism. For the process to work effectively, a legal system 
must be developed to establish property rights, debt and equity contracts, and 
bankruptcy inter alia. 


3 Stabilization, debt consolidation and bank restructuring 

Financial sector restructuring was hindered by the inheritance by the state- 
owned bank (SOBs) of bad and doubtful loans made to state-owned enter- 
prises (SOEs) under the central planning system. Following the establishment 
of currency convertibility, much of the old SOE sector was uncompetitive and 
unable to service its outstanding debts to the commercialized SOBs. The SOEs 
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were essentially “zombie companies’ (Kane, 1993), and the SOBs had little choice 
but to exercise forbearance and allow the bad debts to accumulate. Bankruptcy 
laws were not in place and the banks had no legal claims on the property of the 
borrowers since the practice of taking collateral against loans, and the law on 
property rights in general, had not been developed and state-ownership of assets 
remained widespread. 

Government budget deficits were worsening as demands for state expenditure 
to put in place a social safety-net, to deal with rising unemployment as workers 
were laid off by declining SOEs, for example, were increasing and state revenues 
from the ‘profits’ of struggling SOEs were falling. The case for external assist- 
ance in the recapitalization of banks became compelling as the countries turned 
first to the International Monetary Fund (IMF) for assistance, and then to the 
EBRD. 

If the banks had been freed of their debt burden and bankruptcy law had 
been rapidly introduced, then more SOEs might have been closed, but unem- 
ployment would have risen even more rapidly, possibly engendering political 
instability. By postponing the resolution of the bank bad debt problem, however, 
capital continued to be lent to inefficient firms rather than being released for 
lending to new enterprises. The restructuring of the economy was therefore 
slowed down and mass privatization of SOEs, as well as the privatization of 
SOBS, was hindered. Just as the banks had inherited loans to the SOEs, the 
SOEs had inherited unserviceable debts to banks, and so both SOBs and SOEs 
required financial restructuring before a successful privatization programme 
could get underway. 

The inability to tackle the bank bad debt problem at an early stage had implica- 
tions for the fiscal and monetary macroeconomic stabilization programme. As the 
central planning era came to a close, SOEs had come to expect an elastic supply of 
credits from their national banks, or ‘soft budget constraints’ (Kornai et al., 2003). 
Lack of financial discipline can lead to ‘capital flight’ and a financial crisis. Even if 
it does not, eventually foreign exchange reserves become insufficient to cover the 
trade deficit and indebtedness to foreign banks and the currency depreciates as a 
result, which adds to the inflation as import prices rise. 


4 Privatization and SME financing 

The transition from a centrally planned to a market economy requires privatiza- 
tion of the industrial and a large part of the rudimentary service sectors. This can 
be achieved by privatizing SOEs and SOBs, but also requires the development of 
new private sector enterprises, especially in the under-developed service sector. 
An environment must be created in which SMEs can thrive and create new jobs to 
absorb workers laid off in the restructuring of SOEs. To fund this, capital should 
be released from inefficient SOEs and re-invested in the SMEs in order to facilitate 
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‘creative destruction’ (Schumpeter, 1942) during the transition recession, but it is 
the role of the financial system to re-allocate capital, and it was not in a fit shape 
to achieve it. 

It is widely acknowledged that there is a market failure in the provision of 
SME finance (Stiglitz and Weiss, 1981) due to information asymmetry, which 
leads banks to ration the supply of credit to SMEs and to seek collateral to limit 
their exposure to losses. For small firms and potential start-ups, the inability to 
‘post’ sufficient collateral further restricts their ability to raise external finance 
to develop their enterprises. In the transition recession, such ‘normal’ credit 
rationing was acute and a ‘credit crunch’ (Niemira and Klein, 1994) resulted. 

The transition economies faced an industrial and economic restructuring 
problem on a massive scale and new jobs needed to be created rapidly in an envi- 
ronment where the transition recession was much deeper and economic pros- 
pects more uncertain than in the Western industrialized economies prior to the 
acceleration of globalization, which the onset of transition in China, the CEE 
countries, and the former Soviet Union helped bring about. 

‘Relationship banking’ has been the norm in Germany. It helps to reduce the 
information asymmetry and allows banks to assist SMEs through the difficul- 
ties they face in recessions. It has been supported by municipal and co-operative 
saving bank networks (Mullineux and Terberger, 2006) and the German devel- 
opment bank (KfW), which provides loan guarantees and supportive financial 
programmes (Mullineux, 1994). 

Parallels with reconstruction in post-war Japan and Germany and recogni- 
tion that, even in industrial countries with seemingly well-functioning financial 
systems, there is a market failure in the supply of finance to SMEs, pointed to a 
need for government intervention in transforming economies. This was particu- 
larly acute whilst the SOBs remain encumbered with bad debt problems and even 
the new private sector banks were deterred from lending due to the information 
asymmetries and the general high level of uncertainty about economic prospects 
and inexperienced loan originators. The lack of suitable collateral was an addi- 
tional problem resulting from the low levels of private wealth and home owner- 
ship, and the additional uncertainty created by restitution claims led to disputed 
ownership of assets. 


5 What should have been done? 

To induce banks to lend more freely, it is necessary to provide a supply of subsi- 
dized credit to the SME sector and state-backed loan guarantees. A state funded 
development or investment bank could disburse loans and provide guarantees to 
lending banks. Governments and central banks could also assist in the establish- 
ment of wholesale money and capital markets through the issuance of benchmark 
securities such as treasury bills and bonds and oversee the development of an 
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efficient payments system, which is infrastructural in a modern economy. The 
sharing of credit risk information, on both good and bad risks, should be required 
in order to facilitate more informed lending practices and less reliance on crude 
credit scoring and collateral. A well-managed privatization programme could 
facilitate the development of capital markets and the establishment of private 
sector pension provision. It is now a matter for economic historians to assess the 
successes and failures of the various approaches taken to privatization. In the 
remainder of the chapter, we turn more generally to the financial sector reform 
in Emerging Market Economies (EMEs), in light of the lessons learnt from the 
transition economies. 


6 The financial sector and enterprise development 

Enterprises finance investment and growth using a combination of internal 
finance (retained earnings) and external finance (new equity issues, and bank 
loans or funds raised by issuing debt instruments including bonds). The capital 
structure of most enterprises includes retained earnings (internal finance), 
debt, and equity. As enterprises develop, external finance is eventually required 
to foster faster growth. Internal finance, however, normally remains the major 
source of funding for ongoing investment by all firms. Enterprises have a 
‘pecking order’ of financing preferences (Brearley and Myers, 2002), preferring 
to use internal finance before they resort to external finance, and debt finance 
to equity finance. This may be because of the corporate governance implications 
of expanding the share of external funding, given that the loss of independent 
control inherent in equity financing is greater than the debt financing. In terms 
of risk of business failure due to bankruptcy, equity finance should, however, be 
preferred because dividend payments to shareholders are only required when 
profits are made, whilst interest on debt has to be paid even if a firm is running 
at a loss. 

The overall goal is to establish a financial system that allocates capital effi- 
ciently on a dynamic and ongoing basis in order to enhance the quality and quan- 
tity of economic growth (Bencivenga and Smith, 1991). Hence, capital should be 
continuously allocated to the most efficient users. This will involve re-allocation 
of capital, withdrawing it from inefficient uses and re-allocating it to the most 
efficient users, or projects. To achieve this, effective bankruptcy laws are required 
(Kowalski et al, 2005), and the use of capital allocated by the financial sector 
should be efficiently monitored. An appropriate balance between the rights of 
creditors and debtors must be struck so that entrepreneurship is not stifled and 
yet banks remain willing to lend. The law courts must deal with cases promptly 
and consistently. 

The financial sector plays a key role in corporate governance. As the allo- 
cator of debt and equity finance, the financial sector is a major stakeholder in 
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the economy. It also has fiduciary duties to depositors and savers. The infrastruc- 
ture required for the efficient operation of a financial sector includes an effective 
regulation and corporate governance to ensure that financial institutions manage 
their risk exposures and discharge their fiduciary duties appropriately. 

As the financial sector develops, the relative importance of institutional 
investors (pension and mutual funds and insurance companies) in corporate 
governance tends to increase (Mullineux, 2011). The way in which the institu- 
tional investors exercise their voting rights becomes increasingly important (Kay 
Review, 2012). Because of asymmetric information, however, banks will remain 
the major suppliers of finance through loans, credits, overdrafts to SMEs (Rajan 
and Zingales, 1995) and will thus have a crucial role to play in their corporate 
governance. In most EMEs, banks are the major source of external capital for 
large businesses, as well as small enterprises, and indeed for the private sector and 
the economy as a whole. Debt finance tends to exceed equity finance, and bank 
loan finance exceeds bond finance. 

Given this widespread dominance of the banking sector in EME financial 
systems, it is particularly important to ensure that the banking sector operates 
efficiently. Hence banks must be regulated, and as a result of the work of the Basel 
Committee on Banking Supervision (BCBS), there is increasingly widespread 
acceptance of how banks should be regulated and supervised. Banks should 
monitor firms that borrow from them to ensure that they use capital efficiently 
and banking firms should themselves be monitored to ensure that they use their 
capital and the deposits they collect efficiently, non-fraudulently, and without 
taking excessive risks (Murinde and Mullineux, 1999). There is accumulating 
evidence that banking instability and the subsequent recapitalization of banks 
is expensive in terms of charges on state budgets and that recessions that follow 
financial crises tend to be more severe (Reinhart and Rogoff, 2011). Hence preven- 
tion is likely to be less costly than a post crisis cure. 

Central banks may be responsible for both supervising banks and conducting 
monetary policy to control inflation. Those responsible for inflation control 
must, however, recognize that the anti-inflationary monetary ‘brakes’ can only 
be applied, in the form of an aggressive rise in interest rates, if the financial 
sector is resilient. This will only be the case if banks and the firms and house- 
holds they lend to are well governed and not over-indebted. The more stable the 
macroeconomic environment, the easier it is to develop strategic investment 
plans and the more efficiently will capital be allocated. Because macroeconomic 
stability and the efficiency of the financial sector are highly interrelated, proac- 
tive ‘micro-prudential’ and ‘macro-prudential’ policies are required (Borio, 
2003). To facilitate the efficient development of capital markets, attention should 
increasingly be paid to ensuring the wider financial sector is effectively regulated 
and supervised. 
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7 Financial sector restructuring and the role of the state 

Government intervention in the financial systems in EMEs is widespread, but 
should governments be directing credit or interfering with commercial interest 
rate setting? If governments do not intervene, what form should social, regional 
and industrial policy take? Is industrial policy about proactively ‘picking winners’ 
and promoting ‘national champions’, in the form of individual firms or particu- 
larly economic sectors, and directing funds towards them, or is it about priva- 
tizing enterprises (including banks) and allowing a well regulated and supervised 
financial system to allocate credit and capital efficiency? 

In the most developed countries, at least prior to the 2007-2009 ‘global finan- 
cial crisis’ (GFC), there was a drift away from directed finance towards market 
based allocation of finance, but there remained a tendency to try to ‘pick winners’ 
and to favour ‘national champions’. However, the policy instruments employed 
were subsidies and tax incentives. The evolving role for national and multinational 
development banks became increasingly to address market failures through the 
provision of loan guarantees and finance, perhaps in partnership with the private 
sector, especially for infrastructural projects (Murinde, 1997), with the attributes 
of a public good (Samuelson, 1954). 

Monetary policy may impinge on industrial and general development policy in 
setting nominal interest rates and aligning them to the appropriate real interest 
rates to control inflation. Attempts to hold real rates at low or negative levels to 
ensure cheap industrial finance are likely to be inflationary and counterproduc- 
tive (McKinnon, 1973; Shaw, 1973; Fry, 1995). “Financial repression’ results when 
the development of intermediated finance and bank lending is inhibited in an 
attempt to harness the financial system to finance government expenditure in 
excess of tax revenues (Abebe, 1990). There is growing evidence that ‘western’ 
governments resorted to financial repression to tackle their debt problems in the 
wake of the GFC (Reinhardt and Sbrancia, 2011). 

Government (or independent central bank) implementation of monetary 
policy involves a choice between direct controls on levels of bank lending, which 
are likely to be distortionary, or a more market-oriented approach of manipu- 
lating interest rate levels. Because some of the liabilities of banks, such as demand 
deposits, are monetary, as bank lending increases and the share of bank liabili- 
ties in the money supply rises, it becomes increasingly important to control the 
growth of bank lending in order to contain the inflationary growth of the money 
supply. However, many countries have intervened in bank interest-rate setting in 
pursuit of social goals, such cheap housing or assuring rural access to finance, by 
setting ceilings on nominal lending or deposit rate levels, or fixed margins over 
some base interest rate set by the central bank (Hermes et al., 1998). 

Financial sector restructuring may involve financial liberalization (Fry, 1995, 
Murinde, 1997), including interest rate deregulation and removal of restrictions on 
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bank branch establishment, foreign bank entry, and the range or scope of banking 
and wider financial activity. A core objective is to achieve a higher savings level 
and thereby to increase the supply of loanable funds. In some countries, finan- 
cial liberalization has been associated with financial sector failures (Honohan, 
1993; Fry, 1995), and it was seen as a cause of the 1997-1998 Asian financial 
crisis (Mullineux, 2000; Dickinson and Mullineux, 2001). In addition, financial 
liberalization may facilitate ‘capital flight’ (Hermes et al., 1998; Dickinson and 
Mullineux, 2001). 

It is the quality of the investment that underpins productivity and domestic 
and international competitiveness. This requires setting inflation adjusted ‘real’ 
loan and deposit interest rates at levels that reflect the risk of lending, thereby 
allowing an adequate return on capital to be made, whilst rewarding savers and 
depositors appropriately. Where there is widespread state ownership of banks 
and other financial institutions, there may be a temptation to hold real lending 
rates down to stimulate growth. This is likely to be counterproductive and distor- 
tionary, with negative consequences for the pace of economic development in the 
medium term. It can lead to over-borrowing and, ‘over-investment’ (investment 
that earns an inadequate return on capital), as in the Japanese bubble economy 
of the 1990s (Bayoumi and Collyns, 2000) and ‘over-indebtedness’ (too much 
debt relative to equity and future income streams), as in the credit bubble that 
preceded the GFC. Whilst much directed lending is well intentioned, it may not 
only result in accumulating bad debts at the lending banks, but is also subject to 
abuse and corruption (particularly graft) and political interference. 

Low interest rates may result in a lower level of savings (Fry, 1995), and negative 
real interest rates reduce the volume of funds to be intermediated or lent by banks 
and other financial intermediaries. Raising interest rates to positive real levels 
may both encourage more saving and lending and discourage inefficient lending 
and over-investment. The net result is likely to be a more efficient allocation of an 
increased volume of capital and a more rapid development of the financial sector 
and the economy as a whole. 


8 Credit market imperfections 

In even the most advanced and liberalized financial sectors, such as the US and 
UK, there remain well documented impediments to the flow of credit to micro 
and small enterprises (Mayo et al., 1998). As well as gaps in debt finance, gaps 
have been identified in the supply of equity finance to SMEs (OECD, 2006, 2007; 
UN, 2009). In more advanced economies, as small firms grow, they gain access 
to capital markets and become less reliant on bank loan finance. Whilst the 
focus here is on debt finance for micro-enterprises and SME (MSMEs), Islamic 
banking (Iqbal and Mirrakar, 2006) offers alternative, more equity like, methods 
of financing MSMEs. 
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The major market imperfection is ‘asymmetric information’, the implica- 
tions of which are discussed clearly and succinctly in Mishkin (2012), chapter 8. 
Asymmetric information can explain the very existence of banks and why they 
need to be regulated. It also explains why MSMEs face rationing in the supply 
of credit, or ‘credit rationing’, as a result of the ‘adverse selection’ problem. It is 
costly to collect and process the information necessary to select the least risky 
borrowers, or to ‘screen’ them, and it also costly to ‘monitor’ their use of the 
borrowed funds. If banks can gauge the average risk of certain types of loans, 
they can identify the appropriate interest rate margin over borrowed funds to 
reflect this. Borrowers who are ‘good risks’ will be discouraged as the average rate 
seems expensive to them, whilst borrowers who are ‘bad risks’ will be encouraged 
because loans seem cheap to them. The bank will thus ‘adversely select’ borrowers 
who are more risky than average. 

One response is to ration the supply of credit to MSMEs (Stiglitz and Weiss, 
1981), but this analysis is not without dispute. De Meza and Webb (1987) argued 
that asymmetric information will instead lead to over-lending to MSMEs, 
rather than under-lending. This is certainly possible if banks rely more heavily 
on computer based ‘credit scoring’ (Thomas et al., 2002) to guide their lending 
in place of more costly ‘relationship banking’ (Mullineux and Terberger, 2006), 
where bank managers undertake costly screening and monitoring activities. 
‘Credit cycles’ involving periods of over-lending in the boom, when credit stand- 
ards are relaxed, and under-lending, or a ‘credit crunch’, when credit rationing 
becomes acute in a recession, can be identified, especially in the US and the UK 
(Niemira and Klein, 1994). In the run up to the GFC, there was a credit boom ina 
number of advanced economies, which was followed by a credit crunch. 

Also discouraging MSME lending, especially to smaller enterprises, is the ‘fixed 
cost problem’ (Mayo et al., 1998) that results from the fact that the costs of making 
a loan rise less than proportionately to the size of the loan, and so, to control costs, 
bankers prefer to make a smaller number of larger loans than a larger number of 
smaller loans. Smaller enterprises also commonly find it difficult to post ‘collat- 
eral’, or security, against loans in order to gain cheaper borrowing rates. Those 
with little or no wealth essentially face ‘financial exclusion’ from banks and must 
consider instead the prohibitive borrowing rates charged by ‘informal lenders’. 
Community Development Financial Institutions (CDFIs) may need to be fostered 
as part of financial policy, as in the US and the UK, to tackle the problem of the 
‘financial exclusion’ at enterprises and to improve “access to finance’ (Mayo et al., 
1998). 

More wealthy MSME owners are likely to be home-owners and banks 
commonly lend against the security of unreleased ‘home equity’, the extent to 
which the market price of a house exceeds the outstanding ‘mortgage’, or home 
loan. This effectively allows banks to overcome the limited liability in law of the 
borrowing companies’ owner(s). 
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Unsecured sources of finance for MSMEs consist of ‘overdraft’ facilities agreed 
with banks, which are common in the UK, and agreed ‘credit lines’, which are 
more common in the US. Increasing use is being made by MSMEs in the UK and 
US of the credit provided through credit cards. In cases where the outstanding 
credit card debt is not cleared on a monthly basis, potentially short term, but 
possibly rapidly accumulating, at compound interest rates, longer term debt 
can result in financial distress. There are business, financial, and social policy 
issues relating to bankruptcy laws and the relative responsibilities of banks and 
borrowers for over-indebtedness must be considered, but banks will not lend if 
they cannot expect to get their money back. Hence, a repayment of debt culture 
must be fostered, but a balance needs to be struck in bankruptcy law between the 
rights of creditors and debtors (Kowalski et al., 2005). 

In recent years, UK banks have followed the US banks in making greater use 
of asset based ‘invoice discounting’, or ‘factoring’, to advance credit in a semi- 
secured way based on anticipated ‘receivables’, namely money owed by MSME 
clients, and also of leasing secured on purchased assets such as cars and vans 
(Davis, 2012). 


9 Financial policy responses to credit market imperfections 

Credit rationing faced by MSMEs is commonly addressed using government 
sponsored loan guarantee schemes, sometimes with supporting business skills 
training programmes. Financial inclusion, or access to finance, is addressed 
through the promotion of Community Development Financial Institutions 
(CDFIs), which provide microfinance in urban areas in the US and the UK (Mayo 
et al., 1998). 


10 Deposit insurance and loan guarantee schemes 

To underpin the stability of banking systems, funded deposit insurance, and 
perhaps wider investor protection, schemes with risk related premiums charged 
to providers are recommended. The premiums charged should be related to 
the riskiness of the assets in which savings are invested, so that providers that 
invest deposits in more risky assets pay more for their insurance. Risk taking is 
‘taxed’ as long as the premiums are paid up front into a fund which can be used 
to finance the ‘resolution’ of failing insured banks and other providers, and thus 
protect taxpayers. Non-risk-related schemes encourage banks to game the system 
by taking more risks than they are paying to insure, at the expense of others. They 
have a perverse incentive to pay higher return than competitors to attract funds, 
creating an adverse selection problem. 

Unfunded schemes, which are generally preferred by big banks, which claim 
they will never draw on the scheme because they are ‘too big (to be allowed) to 
fail’ (TBTF), are unlikely to work since when the ‘hat’ is passed round, the ‘good’ 
banks are likely to complain that they cannot afford to contribute and that the 
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system it is unfair. TBTF, or systemically important, banks and other financial 
institutions should either be broken up, so they are no longer TBTF, or forced 
to pay for their implicit insurance by taxpayers by contributing to a risk- related 
deposit insurance fund and also through holding supplementary capital, as 
proposed by the BCBS and the Financial Stability Board. 

In developed countries, government backed funds, managed by an agency, are 
commonly used to guarantee a proportion of the credit risks incurred by banks 
in extending loans to MSMEs that qualify under the scheme. Schemes vary in the 
extent of the guarantee and the degree of state subsidy and which types of busi- 
ness, classified by size or area of business, qualify. Subsidized insurance premiums 
are commonly paid by borrowing firms in the form of a supplement to the interest 
rate charged by the lending banks, which normally manage the loans. The accu- 
mulated premiums rarely fully cover the defaults on loans, and hence government 
backing is required. By reducing banks’ risk exposure, it is hoped that banks will 
be induced to lend more than they otherwise would to MSMEs and to rely less on 
‘collateral’ and other loan securities (Mullineux, 1994; Cowling, 2010). 


11 Financial exclusion and access to finance 

The ‘fixed costs problem’ creates an additional impediment for smaller and new, 
or young, MSMEs to access external finance. They can face ‘financial exclusion’ 
if the sums they wish to borrow are not large enough to cover the fixed costs of 
originating and managing a loan to leave sufficient profit (Mayo et al., 1998). 

Microfinance schemes, which were pioneered in rural areas in developing coun- 
tries, involve micro-finance institutions lending small amounts from specially 
created funds on an unsecured basis. They often target women, whose repayment 
record is generally good, and so default rates are commonly low, and loans are 
more profitable than might be expected. However, they rarely generate a high 
enough return on capital to attract commercial banks, and they are commonly 
run by not-for-profit agencies with poverty reduction objectives. The most famous 
example is the Grameen Bank set up by Mohammad Yunus (Yunus, 2007). A 
trend over the last decade or so has been the commercialization of microfinance 
(Napier, 2011). 

The provision of finance in combination with business development training 
appears to be a key to success in developing country urban areas (Mayo et al., 
1998). One way of achieving this is to establish ‘incubators’ in “business parks’, 
perhaps linked to universities. The incubators provide offices and clerical, admin- 
istrative, accounting and marketing support to new enterprises for alimited period 
until they are established and able to set up on their own. The main role of the 
incubators, which may be publicly or privately funded and may or may not seek a 
share of the profits, and the microfinance, mutual and cooperative schemes, is to 
allow participating enterprises to grow to the point where it becomes profitable 
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for mainstream banks to enter into a ‘normal’, perhaps with the help of loan guar- 
antees, lending relationship with them. 

CDFIs could potentially supply new clients to banks, and so banks should be 
encouraged to provide capital to support their activities (see Mayo et al., 1998). 
Further, banks could be encouraged, as in the UK, to refer their marginal MSME 
loan applicants to CDFIs, which might be expected to pass them back to banks 
as going concerns when ‘bankable’. A symbiotic relationship between banks and 
CDFIs could emerge, and this should be encouraged by government. 

Thriving SMEs with good access to bank finance will eventually require access 
to equity finance in order to avoid ‘over-gearing’ (an excessively high and risky 
debt to equity ratio). It is to providers of private equity (‘business angels’ and 
venture capital funds) that they are likely to turn in the first instance, although 
‘crowd funding’ which involves a large number of equity participants raised via 
the internet, is becoming popular in the US and the UK (Davis, 2012). If the 
founding entrepreneurs intend to continue to manage the expanding business, 
they will probably need further training and access to more sophisticated busi- 
ness advice. 


12 Venture capital 

Venture capitalism involves the provision of equity capital for the start-up and 
development of enterprises (Smith and Smith, 2000; Lerner et al., 2009). The 
capital is normally raised from investors in the form of a fund, which is used to 
make private equity investments in business ‘start ups’ and early stage growth 
businesses. There has also been growth in private equity investment in SMEs by 
wealthy individuals, or ‘business angels’ (Smith and Smith, 2000; Lerner et al., 
2009; Davis, 2012). The private equity investors provide capital to supplement that 
invested by the initial entrepreneurs and normally require influence over the way 
the businesses is run. Hence, taking on private capital investment reduces the 
control of founding entrepreneurs over the firm. Banks lenders generally inter- 
fere much less, as long as businesses are performing satisfactorily. Many potential 
‘growth SMEs’, choose not to exploit their full potential because they do not wish 
to lose control of their, often family owned, businesses. 

It is important to ensure that the tax system is conducive to the provision of 
private risk capital, both by insiders (‘entrepreneurs’) and outsiders. It is also 
important that firms and private investors wishing to re-invest profits, rather 
than take them out of their businesses, are given a fiscal incentive to do so. This 
may justify setting a capital gains tax at a lower rate than on profits tax. 

To encourage the participation of business angels, access to information on 
potential clients is also important. A government business support agency, possibly 
the state development bank, could help construct a database to be accessed via the 
internet, for example. There may also be an important role for business support 
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agencies in fostering the supply of private equity or venture capital. Development 
banks could play a supportive role here, perhaps through co-financing or through 
a dedicated fund, as in the case of the European Investment Bank. As the venture 
capital market becomes established, development banks would be expected to 
withdraw after spinning off, or winding down, active funds. 

The central bank, or the development bank, should also encourage banks to 
share information on credit risks (good and bad), in order to reduce the level of 
bad lending in the banking system. Increasingly, venture capital funds and busi- 
ness angels in more developed economies are looking abroad to EMEs for oppor- 
tunities. They are, thus, likely to become a growing source of foreign investment 
if the tax incentives and legal infrastructures are conducive and could play a key 
role in enterprise restructuring programmes. 

Older and larger venture capital funds (VCFs) tend to withdraw from start-up 
and early-stage investments to concentrate on investing in growth enterprises 
and ‘high-tech’ sectors. Meanwhile, the focus of Private Equity Funds (PEFs) is 
increasingly on financing management ‘buy-outs’ and “buy-ins’ (Lerner et al., 
2009). Whilst PEFs perform a useful role in the corporate restructuring process 
and the financing of medium to large sized enterprises, a gap in small enterprise 
equity finance can emerge. For this reason, a sympathetic tax regime should be 
retained to encourage ‘business angels’ and new entry into the venture capital 
business, ‘crowd funding’, and a government sponsored development bank might 
maintain an interest in providing start-up capital, alongside loan guarantees 
perhaps, as long as a gap exists. 

Just as SMEs are likely to graduate from being financed by friends and family 
and CDFIs to bank financing, so successful ‘growth SMEs’ will outgrow busi- 
ness angel and venture financing. The investors in the VCFs and PEFs will want 
to liquidate their investments, take their profit, and re-invest in the next batch 
of growth and high-tech SMEs after a few years. This can be achieved through 
stock exchange floatation’s (‘initial public offerings’, or IPOs) and ‘trade sales’ 
to larger companies. IPOs involve the sale of shares to the general public so 
that the private capital providers (initial entrepreneurs, venture capitalists, and 
angels) can redeem their investments and take profits. They can reinvest some 
of the capital by purchasing shares in the public company. Hence, private equity 
funding will be more plentiful in countries with well-developed capital markets 
that can provide the private funders with an ‘exit route’ in the medium term. 


13 Developing money and capital markets 

It takes a considerable amount of time and care to develop well-functioning 
capital markets. A sound regulatory and supervisory framework must be estab- 
lished. As confidence grows, more and more buyers (investors) and sellers (issuers) 
of primary securities will come to the market and its liquidity and stability will 
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increase as a secondary market develops and holders of portfolios of shares trade 
some of them. This cannot be achieved by decree. Foreign portfolio investment 
can help deepen markets if a country’s ‘Capital Account’ has been liberalized, but 
capital can flow out as quickly as it flows in, causing large swings in stock prices. 
Further, money will not flow in if there is a fear that it cannot be taken out again. 
Transparency, sound regulation, vigilant supervision and incentivizing taxa- 
tion are important means of encouraging foreign investors to take the additional 
risks, including exchange rate risks and political and country risks, of investing 
overseas. It is not just financial risks and economic stability that matters, capital 
inflows and outflows are also affected by the level of political stability (Dickinson 
and Mullineux, 2001). 

In EMEs, the privatization of SOEs can stimulate a supply of new shares that are 
potentially attractive to investors. Indeed, there are lessons which the emerging 
stock markets can learn from the experience of the more developed markets, 
such as the London Stock Exchange, in terms of their potential for financing 
enterprises as well as the impact of government intervention in the market (see 
Green et al., 2000). The attractiveness of the shares will depend on how well the 
SOEs and SOBs have been financially and organizationally restructured prior to 
privatization. 

The growth of the life insurance sector and the creation of funded pension 
schemes will help to ‘deepen’ the capital markets by creating a relatively stable 
demand for equities and government and commercial bonds to satisfy their long- 
term portfolio needs. Institutional investors should be encouraged to play a role 
in corporate governance as advocate under the UK Stewardship Code overseen by 
its Financial Reporting Council. 

The costs of complying with stock exchange registration requirements may 
discourage IPOs by ‘growth SMEs’. For this reason, the advanced capitalist 
economies have developed special stock markets, such as AIM (the Alternative 
Investment Market) in London and NASDAQ in New York. These markets are 
designed to facilitate IPOs by ‘growth SMEs’, which might later hope to graduate 
to the main stock exchange. Generally, such exchanges have a lighter regulatory 
regime, with reduced reporting requirements that are less costly to comply with 
and provide an exit route for private equity investors. 


14 Financial innovation 

As financial systems evolve, financial innovation engenders the development of 
new marketable financial instruments and processes. These allow companies to 
issue a range of debt instruments across the maturity spectrum, from commer- 
cial paper and bills through to medium to long-term corporate notes and bonds 
and financial derivatives. For larger firms, corporate bonds are increasingly 
replacing bank intermediated debt finance. This process of disintermediation is 
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a natural product of financial sector evolution and reduced information asym- 
metry (Mullineux et al., 2011). 

Corporate bill and bond markets require ‘benchmark’ interest rates against 
which risk premiums can be gauged. These are typically provided by Treasury 
Bill and government bond markets. Hence, the development of the latter can be 
regarded as part of the process of developing capital markets to facilitate corpo- 
rate finance, as well as to enable government financing of budget deficits without 
resort to financial repression. Central banks commonly play a major role in 
helping develop these markets for government debt, perhaps by initially issuing 
central bank bills, but development banks are also likely to help to establish inter- 
bank and corporate bond markets (Murinde, 1997). 

Banking sectors will be unable to allocate capital efficiently without access to 
a well-functioning interbank market. Banks with surplus funds and a shortage 
of profitable lending opportunities, savings banks for example, should be able to 
lend to banks with better lending opportunities, such as commercial banks. Such 
markets typically use Treasury Bills and short dated government bonds for bench- 
marking, making the development of a Treasury Bill market a key foundation 
of the development of interbank and other money markets. In more developed 
markets, sales of short-dated bonds with agreements to repurchase them ata later 
date, or ‘repos’, are increasingly used for secured interbank lending (Mishkin, 
2012). The development of money markets is important for the sophisticated 
operation of monetary policy based on finely tuned manipulation of interest rates 
using open market operations. 

In the more advanced stages of financial sector development, markets in finan- 
cial derivatives (swaps and options, etc.), may emerge and domestic banks may 
offer customized ‘over the counter’ derivatives (Fabozzi et al., 2010). Financial 
derivatives facilitate the hedging of risks, but also speculation. They are useful 
tools for asset and liability risk management by banks (Casu, et al., 2006) and 
other enterprises, but it is by no means clear that countries should rush to develop 
their own domestic derivative markets, given that they are accessible through 
international financial centres operating with economies of scale, and are highly 
risky. To further facilitate asset and liability management by banks, the ‘securi- 
tization’ of loans developed increasingly rapidly in the US and UK during the 
1990s, with mortgage-backed securities (MBS) becoming particularly prevalent 
(Fabozzi et al., 2010). Securitization involves issuing bonds backed by receivables 
(interest and principal payments) from a package of loans that have already been 
originated. Further packaging of MBS into derivatives labelled Collateralized 
Debt Obligations (CDOs), along with the mispricing of the risks, was at the heart 
of the ‘subprime crisis’ that generated the GFC (Shiller, 2008). Securitization 
consequently fell from favour in the wake of the GFC, but seemed likely to be 
revived once confidence was restored. 
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It is important to ensure that regulatory development and supervisory compe- 
tence keeps pace with the liberalization of the financial sector and the associ- 
ated financial innovation and increased competition through the foreign bank 
entry into the domestic market that results. The development of sound capital and 
banking markets have the added benefit of attracting longer term foreign capital 
in the form of foreign portfolio and direct investment. Increased longer term 
inflows will reduce reliance on more ‘flighty’ short-term capital inflows and thus 
help reduce private sector short-term foreign currency exposures and suscepti- 
bility to ‘capital flight’. 

Financial sector liberalization in EMEs allows the introduction by foreign 
banks of financial products and processes that are new to EMEs. It thus stim- 
ulates financial innovation for which auditors and supervisors may not be 
adequately prepared. Many financial innovations rely for their success on rapid 
and widespread adoption, and to achieve this, under-pricing of risks is common 
(Mullineux, 2010). This may account in part for the failure of the CDO origina- 
tors to price risks properly in the US in the run up to the GFC. The shortcomings 
of the US and the UK regulatory and supervisory authorities when faced with 
rapid financial innovation ahead of the GFC cautions against permitting overly 
rapid liberalization and innovation in EMEs. In light of the Asian financial crisis, 
China adopted a cautious approach to financial liberalization. 

A wave of financial innovation based on direct ‘crowd’ and ‘peer-to-peer’ 
financing and payments via the internet using computers and mobile phones got 
underway post 2005 (Davis, 2012). It utilizes low transactions cost network-based 
financial products and relies on collecting and efficiently processing information 
on the credit standing of investors and borrowers and any additional information 
required for the successful ‘match-making’ of lenders and borrowers. Access to 
a credit standing database and diligent data protection and appropriate freedom 
of access to non-confidential information is required. These innovative providers 
were unregulated, until the US and the UK authorities introduced some ‘light- 
touch’ regulation in 2014 aimed at protecting the investors, who remain outside 
the cover of the investor protection scheme in the UK. 

Those wanting to compete in the digital financial arena will have to invest in 
reliable and up to date CIT equipment, and governments will need to ensure the 
networks are regulated and supervised to assure reliability and fair access. There 
will be a need for well-trained staff in the relevant fields and the supervisors will 
need to be competitively remunerated. 


15 Concluding remarks 

Government intervention, in the form of regulation and supervision of the wider 
financial sector and in the provision of funded and risk related deposit insur- 
ance and loan guarantees and other small business support services, is necessary 
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to counteract market failures caused by information asymmetry and fixed-cost 
problems. However, market-led ‘financial reforms’, with the pace of financial 
innovation regulated but making full use of the latest mobile phone network and 
internet technologies, are key to the evolution of the financial sector and enter- 
prise development. The private sector should be brought into partnership with 
government to assure widespread access to finance, and markets should be condi- 
tioned by ‘incentive compatible’ solutions, including risk-related capital adequacy 
requirements and deposit insurance premiums. 

Central banks, especially where they have regulatory and supervisory roles, 
can guide financial sector development, perhaps alongside development banks, 
whilst attempting to control inflation and maintain financial stability whilst 
supporting economic development. 

Commercial banks will continue to play a leading role in promoting the 
growth of enterprises, especially the smaller ones, and bond and equity markets 
will become increasingly important for medium-sized and larger firms in EMEs. 
However, the increasingly important role played by mobile phone networks in 
payments systems suggests that there is likely to be a strong symbiosis between 
banking and telecommunications companies (‘telecos’) operating network-based 
phone and computing technologies. A great deal has already been achieved 
using internet based technologies to fill gaps left by mainstream banks in busi- 
ness lending and equity financing. Information on credit worthiness and digital 
technology, rather than payments using notes and coins and bank cheques and 
plastic cards, hitherto dominated by traditional banks, underpin these financial 
innovations. If the banks wish to avoid extinction, they must adapt their business 
models. 

The restructuring of financial systems to remove distortions resulting from 
‘financial repression’ are an important ingredient of financial sector development. 
To eliminate their reliance on cheap funding through the financial sector, govern- 
ments must control their budget deficits. To sustain the momentum for growth, 
inflation must be contained and financial stability assured. 

Pending the development of domestic capital markets, or access to interna- 
tional capital markets, development banking will remain important for funding 
long-term investment and infrastructural projects. EMEs will continue to use 
development banks to tap into international capital flows by offering co-financing 
prior to the development of fully fledged capital markets. The national develop- 
ment bank, or a specialist agency, should also develop a loan guarantee scheme 
and provide training and other business development services to managers in the 
small business sector. In sum, development banks should focus on addressing 
market failures. 

As the market failure in the provision of long-term capital to larger enterprises 
and infrastructural projects abates because access to capital market financing 
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increases, the development and commercial banks should increasingly focus on 
meeting the needs of smaller enterprises, which will be an engine for future devel- 
opment. It seems likely that the mainstream banks will increasingly operate in 
partnership with telecos, which already have a strong and growing foothold in 
digital payments systems. 
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The Choice of Exchange Rate Regime in 
Emerging-Market and Transition Economies 


Karsten Staehr 


Abstract 

‘The exchange rate regime comprises the exchange rate arrangement and a number 
of complementary policies, including possible capital controls and monetary 
policy. The normative choice of an appropriate exchange rate regime must take 
into account many factors. Fixed exchange rates facilitate international trade, but 
may lead to more variability of output and employment. For emerging-market 
and transition economies, other factors such as export competitiveness, disinfla- 
tion policies, maintenance of low inflation, and the credibility and administrative 
capacity of the authorities may be equally important. These features differ across 
countries and change over time. Empirical studies suggest that numerous factors 
are of importance for the choice of exchange rate regime, but also that the effects 
of the choice are difficult to pin down. 


Keywords: Exchange rate system, nominal exchange rate, real exchange rate, 
capital flows, competitiveness, macroeconomic stability, economic growth 


1 Introduction 

The nominal exchange rate is the ratio at which one currency can be exchanged 
for another. The exchange rate is of immediate consequence for international 
trade and capital movements and is consequently of importance for the broader 
economic performance of a country. The exchange rate regime depicts the 
exchange rate arrangement that governs how the exchange rate is determined, 
but also includes features such as the number of exchange rates, the use of capital 
controls and the broader monetary policy framework. 

The choice of exchange rate regime entails a number of key economic policy 
decisions that directly affect economic performance, but it also circumscribes 
options available in other areas of economic policy. The choice of exchange rate 
regime is an important decision faced by the authorities or policymakers in 
all countries, a choice that may affect economic welfare in the short term and 
possibly also in the longer term. 
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The choice of exchange rate regime is challenging in most countries as 
witnessed by the frequent alterations of regime observed in many countries over 
time. The choice is arguably particularly difficult in emerging-market and transi- 
tion economies due to economic and institutional features in these economies. 
Emerging-market and transition economies often develop rapidly and exhibit 
high rates of economic growth. They are often small open economies that are 
heavily dependent on trade and cross-border capital flows. They may have illiquid 
financial markets and developing financial institutions, which could make them 
particularly susceptible to variable capital flows. Moreover, institutional and 
administrative capacities may limit the resources available for policy implemen- 
tation and surveillance. 

‘The literature on the choice of exchange rate regime is extensive and became 
particularly plentiful from the 1960s when the Bretton Woods system of fixed 
exchange rates was under duress and when decolonization meant new inde- 
pendent countries emerged to face the question of the choice of exchange rate 
regime. The normative studies use theoretical models to derive an optimal or at 
least appropriate exchange rate regime. The positive or descriptive studies use 
empirical methods to analyse the factors that have predicated different exchange 
rate choices and the effects of different choices on macroeconomic outcomes. 
Finally, a number of policy-oriented studies seek to combine the lessons from the 
theoretical and the empirical studies in order to provide policy advice or analyse 
particular events. 

A number of surveys of the normative, positive, and policy-oriented litera- 
ture have been published recently. Bordo (2003) considers the choice of exchange 
rate regime in a historical perspective and highlights the alternating views on 
exchange rate regimes since the middle of the eighteenth century. Cruz-Rodriguez 
(2013) distinguishes between the early literature discussing the purely economic 
aspects of different exchange rate regimes and later contributions that include 
credibility concerns and other political aspects for the choice of exchange rate 
regime. Frieden (2015) also provides a historical narrative as well as a discussion 
of developments in Latin America since the 1970s, but focuses on the political 
economy aspects of exchange rate choice. 

The IMF (1997) focuses on exchange rate policies in developing, emerging- 
market and transition countries and brings up the challenges of rapid economic 
growth and capital inflows. Esteban et al. (2000) provide a panoramic view on 
exchange rate regimes in a globalized world and include a chapter on emerging- 
market and transition economies along with a discussion of the lessons of the 
1997-1998 Asian Crisis. Ghosh et al. (2002) briefly review the theoretical liter- 
ature but the main emphasis is on detailed country studies from a number of 
emerging-market economies. Frankel (2003) surveys the theoretical and empir- 
ical literature and discusses the policy implications for countries from East Asia. 
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Yagci (2001) and Simwaka (2010) survey the literature with a particular focus on 
developing, chiefly African, countries. Finally, the book by Klein and Shambaugh 
(2010) includes a detailed survey of the theoretical literature, detailed country 
studies and lessons from the global financial crisis. 

This essay discusses the choice of exchange rate regime in emerging-market 
and transition economies, paying particular attention to the specific economic 
and institutional features of these countries. The essay progresses in a straight- 
forward way. Section 2 presents a categorization of different exchange rate 
regimes and a discussion of the difference between de jure and de facto clas- 
sifications. Section 3 discusses the normative theory, that is, the choice of an 
optimal or appropriate exchange rate regime when the objective is to stabilize 
output and employment fluctuations. Section 4 considers other objectives of 
importance for the choice of exchange rate regime. Section 5 surveys the litera- 
ture that provides positive analyses of the factors that have predicated different 
choices in practice. Finally, Section 6 summarizes and brings up some general 
policy conclusions. 


2. Different exchange rate regimes 


2.1 Dimensions of exchange rate regimes 

The choice of exchange rate regime is complicated as it involves several dimen- 
sions of policy that are partly overlapping or mutually dependent. The decisions 
include the number of exchange rates, the possible application of capital controls, 
the institutional arrangement determining the nominal exchange rate(s), and the 
broader monetary policy framework. The choice of exchange rate regime is in 
practice a range of choices with a continuum of variations. 

One fundamental question relates to whether one or more exchange rates should 
be used. Having multiple exchange rates means that different exchange rates are 
applied for different types of exchange transactions. There may for instance be 
different exchange rates for transactions on the current account balance and 
transactions on the financial and capital account. There may even be different 
exchange rates for different transactions on the current account; payments for 
imports of investment goods may for instance be exchanged at a more appreciated 
exchange rate than payments for imports of consumer goods. 

The authorities must also decide whether or not to apply capital controls, that 
is, administrative restrictions on exchange transactions. Multiple exchange rates 
evidently require capital controls as payments for different purposes must be 
separated. When there is only one exchange rate, a number of factors may deter- 
mine the desirability of controls as will be discussed in Section 3. Restrictions 
on exchange rate transactions can comprise all foreign exchange transactions or 
only transactions of a particular type, say portfolio flows or short-term loans. 
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Capital controls can take different forms including an outright ban, licencing 
requirements or temporary deposits in the central bank. 

A key choice concerns the exchange rate arrangement, that is, the set of formal 
rules governing the determination of the exchange rate or rates. The main question 
concerns the extent to which the exchange rate should be market determined and 
how far the authorities should seek to influence the exchange rate. It is customary 
to distinguish between a floating exchange rate and a fixed exchange rate, but in 
practice there is a very wide spectrum of possible arrangements. 

‘The distinction between different exchange rate arrangements is also impor- 
tant because the supporting policies they require are very different. The floating 
exchange rate regime implies that the exchange rate is determined by supply and 
demand in currency markets so the authorities do not have to direct their policy 
instruments towards any exchange rate objective. A fixed exchange rate implies 
that the authorities guarantee to keep the exchange rate between domestic 
currency and the anchor currency within a pre-announced interval. This means 
in practice that the central bank must be ready to exchange domestic and foreign 
currency at an exchange rate within the interval for its correspondence banks. 

The operation of a fixed exchange rate is fairly complex. An inflow of foreign 
capital would initially lead to an appreciation of the domestic currency. When 
the boundary of the interval currency is reached, it is advantageous to turn to the 
central bank, which must purchase the foreign currency in exchange for domestic 
base money. The central bank might alternatively lower the domestic interest rate 
in order to stem the capital inflow, or it might introduce or tighten controls on 
capital inflows. An outflow of capital would initially lead to a depreciation of 
the exchange rate, but eventually the central bank would have to purchase the 
domestic currency using its foreign currency reserves, increase the steering rate, 
or tighten controls on capital outflows. It follows that a fixed exchange rate is 
only feasible if a country has sufficient foreign currency reserves or is ready to 
use the interest rate or capital controls to support the parity. A speculative attack 
comprising a large and rapid outflow of capital is a particular concern as it might 
deplete currency reserves or require an otherwise unwarranted tightening of 
monetary policy or capital controls. In the end, a speculative attack might lead to 
an exchange rate crisis. 

The final consideration relates to the broader monetary policy framework, 
in particular the interest rate setting by the central bank and its intervention in 
foreign currency markets. As argued above, the choice of exchange rate regime 
will typically circumscribe the available policy options, particularly when the 
exchange rate is pegged. Countries with a floating exchange rate will be able 
to direct policies towards other goals such as price stability or stable growth of 
monetary aggregates. Beyond monetary policy instruments such as the interest 
rate and interventions in foreign exchange markets, the authorities also have 
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access to other policies that may be considered connected to the exchange rate 
regime. These may include fiscal policy, micro- and macro-prudential regulation, 
and other measures directed towards the financial sector. 


2.2 Different exchange rate arrangements 

A key dimension of the exchange rate regime is the institutional arrangement 
governing how the nominal exchange rate is determined. Figure 4.1 provides one 
possible categorization of exchange rate arrangements ordered from less to more 
flexibility of the nominal exchange rate (Frankel, 1999). 

The hard pegs include arrangements where it is very difficult to change the 
nominal exchange rate. A country may abandon its own currency and join a 
currency union or unilaterally adopt the currency of another country or currency 
union. These arrangements evidently rule out any independent interest rate 
setting or other forms of monetary independence, but they have the advantage 
that speculative attacks are effectively impossible. An alternative is a currency 
board arrangement where the country issues its own currency but guarantees a 
fixed exchange rate within a very narrow interval. This commitment is unlimited 
and is predicated by the rule that the central bank can only issue base money 
if it is covered by foreign currency reserves, that is, the stock of base money 
never exceeds the currency reserve.' The full reserve coverage arguably makes a 
currency board less prone to speculative attacks. 


Hard pegs 
Currency union 
Unilateral adoption of foreign currency (formal dollarisation) 


an Currency board 
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Figure 4.1 Exchange rate arrangements 


Source: Adaptation from Frankel (1999). 
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The soft pegs include arrangements where it is relatively easy to change the 
nominal exchange rate, where the central rate changes over time, or where there is 
substantial scope for exchange rate variability. A truly fixed exchange rate means 
that the central parity is fixed, but the fluctuation bands can be narrow or some- 
what larger. There is not necessarily full coverage of the issued base money, which 
may make the fixed exchange rate susceptible to speculative attacks if the peg is not 
deemed credible. The authorities can adjust the parity in an isolated case where a 
speculative attack or another event makes a realignment warranted or necessary. 
An adjustable peg allows the authorities to adjust the central parity from time to 
time; a devaluation may for instance be carried out to improve external competi- 
tiveness. A crawling peg is an arrangement where changes in the central parity 
and typically also the fluctuation bands are gradual and follow a pre-announced 
schedule. A peg to a basket of currencies implies that the exchange rate against 
any particular currency may vary substantially even if the peg is retained. Finally, 
a target zone arrangement resembles an arrangement with fluctuation bands, but 
a target zone implies that authorities commit to intervene only when the exchange 
rate reaches the boundaries of the bands whereas there is no such commitment 
under a standard fixed exchange rate. 

The floating exchange rate arrangements mean that the exchange rate is deter- 
mined by supply and demand in the currency markets. Free floating means that 
there are no interventions in foreign currency markets and other policies such 
as interest rate setting are implemented without regard to the development of 
the nominal exchange rate. Managed floating entails occasional interventions or 
interest rate changes if a ‘misalignment’ of the exchange rate is perceived. 


2.3 De jure and de facto exchange rate arrangements 

The characterization of exchange rate regimes is complicated by the many dimen- 
sions and the many different options with each dimension, and this applies even 
to the exchange rate arrangement. Each member country of the International 
Monetary Fund (IMF) must inform the organization about the key dimensions 
of its exchange rate regime, including the official exchange rate arrangement. The 
authorities may, however, announce one regime de jure and in practice pursue 
de facto policies that are not fully consistent with the announcement. The authori- 
ties may for instance announce a free float, while interest rate decisions and inter- 
ventions in currency markets are made with the aim of keeping the officially 
floating exchange rate within a certain interval. Likewise, the authorities may 
announce a fixed exchange rate but change the parity very often. 

These concerns have led researchers to construct measures of the de facto 
exchange rate arrangement using a range of criteria and methodologies (Reinhart 
and Rogoff, 2004; Shambaugh, 2004; Levy-Yeyati and Sturzenegger, 2005). The 
finding is typically that around half of the countries that report a form of floating 
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exchange rate arrangement appear in practice to operate a peg, while half of the 
countries with a de jure peg operate a form of float. 

The IMF has published data on both the reported de jure and the de facto 
exchange rate arrangement of each member country in its annual report on 
exchange arrangements and exchange restrictions since the late 1990s (IMF, 
2014). The starting point for the de facto classification is the reported de jure 
arrangement, but adjustments are made if developments in the nominal 
exchange rate or other variables during the preceding year suggest a different 
de facto arrangement. The de facto classification is essentially backward-looking 
and descriptive and may not reflect the policy intention (Genberg and Swoboda, 
2005).? 

Table 4.1 shows the main classification of the de facto exchange rate arrange- 
ment of the IMF member countries for 2008-2014. It must be emphasized that 
the number of hard pegs is understated in the sense that countries belonging to a 
currency area are counted as having the exchange rate arrangement of the currency 
area. This means that for instance all countries in the euro area, including several 
transition countries, are taken to have a floating exchange rate. 

In 2014 around 13 per cent of all IMF member countries were using a hard 
peg, 44 per cent a soft peg, and 34 per cent a floating exchange rate, while around 
9 per cent used a managed arrangement that could not immediately be classi- 
fied. The overall shares have been relatively stable over time in spite of frequent 
changes in the exchange rate arrangement in individual countries, but the trend 
has been towards more cases of soft pegs and fewer cases of floating since the 
outbreak of the global financial crisis in 2008. The overall conclusion is that 
there are relatively few countries that have a floating exchange rate arrangement; 
most countries de facto peg their currency to another currency or to a basket 
of currencies. This is even more pronounced for emerging-market and transi- 
tion countries; Husain et al. (2005) observe that countries increasingly exhibit 
a flexible exchange rate arrangement as their income grows and they become 
financially more advanced. 


Table 4.1 De facto exchange rate arrangement of IMF member countries, 2008-2014 


2008 2009 2010 2011 2012 2013 2014 


Hard peg 12.2 12.2 13.2 13.2 13.2 13.1 13.1 
Soft peg 39.9 34.6 39.7 43.2 38.5 42.9 43.5 
Floating 39.9 42.0 36.0 34.7 34.7 34.0 34.0 
Residual (other managed) 8.0 Tt2 11.1 8.9 12.6 9.9 9.4 


Note: Per cent of IMF member countries as of 30 April of each year. Countries are counted as having a 
floating exchange rate if they participate in a currency union with a floating exchange rate. 


Source: IMF (2014, p. 8). 
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3 Choice of exchange rate regime 

The choice of a desirable or suitable exchange rate regime is a normative question 
and the answer depends on several factors that may or may not be interlinked. 
These include the objectives or goals of the authorities, the constraints afforded 
by the functioning or structure of the economy, and the shocks or disturbances 
affecting the economy, but factors such as the administrative capacity and polit- 
ical priorities may also play a role. 


3.1 ‘The basics 

The immediate difference between different exchange rate regimes lies in the 
expected dynamics of the nominal exchange rate. A flexible exchange rate 
arrangement may imply more variability of the nominal exchange rate against 
the reference currency than a less flexible arrangement would imply. In practice, 
the less flexible exchange rate regime may exhibit substantial exchange variability 
if a speculative attack or other factors lead the authorities to change or abandon 
the peg (see Subsection 3.5). 

A fixed exchange rate may improve the predictability of future exchange rate 
developments and reduce transaction costs, which would be beneficial for inter- 
national trade and cross-border investment. If a fixed exchange rate helps reduce 
risk and liquidity premia, the real interest rate may also decline, and this could be 
beneficial for investment and economic growth (De Grauwe, 2014). These bene- 
fits of a microeconomic nature stem from a better allocation of resources and 
may be particularly important for economies with extensive international trade 
and investment links. This will typically be the case for small and open econo- 
mies dependent on international trade and capital, which is typically the case for 
emerging-market and transition economies. 

‘The size of the possible allocation gains from a fixed exchange rate will in 
part depend on the feasibility and the cost of hedging foreign exchange expo- 
sure. If forward and future markets are deep and transaction costs are low, a 
large part of the exposure from a highly variable nominal exchange rate can be 
covered. It is also noticeable that a fixed exchange rate is only fixed against the 
reference currency, while the nominal exchange rate against other currencies 
will still vary. Moreover, a fixed exchange rate does not remove future uncer- 
tainty fully if it is not fully credible, that is, if there is a possibility that the fixed 
parity will be changed or abandoned altogether in the future. Finally, a fixed 
exchange rate might restrain policymaking in other areas as discussed in the 
rest of this section. 

A very large number of empirical studies have considered whether a fixed 
exchange rate or lower nominal exchange rate variability facilitates international 
trade and several surveys have been published. It is notable that there is not 
necessarily any close link between the ordered indicator variable and the realized 
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exchange rate variability. This is indeed reflected in the results of many studies. 
While it is generally found that increased exchange rate variability impedes 
exports, the effect is typically not large. Contrary to this, when the exchange rate 
regime is proxied by an indicator variable, the effect can be very large (McKenzie, 
1999; Rose and Stanley, 2005; Ozturk, 2006). 

Auboin and Ruta (2013) conclude from their survey of the literature that the 
effect of exchange rate volatility on trade averaged across the studies is negative 
but that the effect is small. 

McKenzie (1999) surveys a host of empirical studies seeking to identify the 
effects of exchange rate volatility on export performance and concludes that studies 
find negative, positive, or no effects —- apparently without any clear pattern. One 
conclusion is that the results are very sensitive to the specification of the volatility 
term, which is another indication that the results are generally not robust. 

Studies on South East and East Asian countries have generally found rela- 
tively large discouragement effects from exchange rate volatility; see Caporale 
and Doroodian (1993), Doroodian (1999), and Doganlar (2002). Hayakawa and 
Kimura (2008) confirm these results using newer data from South East Asia and 
also find that the large effect may be due to trade between these countries, which 
in large part consists of intermediate products for which sellers and buyers are 
very price sensitive. 

A currency union is the strictest fixed exchange rate regime. Rose (2000) 
finds using a gravity equation and data for very many countries from 1970 to 
1990 a very strong positive effect from sharing a currency; countries with the 
same currency were trading 200 per cent more than countries not sharing a 
currency, and the effect is on top of any effect stemming from reduced exchange 
rate volatility. Later studies have reduced the magnitude of the currency union 
effect to 30-90 per cent although the mechanism behind these strong results 
is not clear (Rose and Stanley, 2005; Barro and Tenreyro, 2006; Adam and 
Cobham, 2007). 

Overall the empirical literature provides some support for the standard 
presumption that fixed exchange rates facilitate trade and, hence, the reaping of 
allocation gains. The mechanism behind is not entirely clear given that the esti- 
mated effect of reduced exchange rate uncertainty is relatively modest. 


3.2 Impossible trinity 

The hypothesis of the impossible trinity or the trilemma ties together the choice 
of exchange rate arrangement, restrictions on capital flows or foreign exchange 
transactions, and the broader monetary policy framework. In its plainest version, 
the impossible trinity states that it is impossible for a country to have a fixed 
exchange rate, free capital movements, and independent interest rate setting at 
the same time (Obstfeld et al., 2005). 
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The impossible trinity rests on the hypothesis of uncovered interest parity 
(UIP), which posits that the possibility of arbitrage means that the expected 
returns on investment in assets denominated in different currencies must be 
equalized. With a credible fix of the exchange rate and perfect capital mobility, 
the domestic interest rate must equal the interest rate in the reference country, and 
there is no scope for independent monetary policy. Attempts to keep the domestic 
interest rate below the interest rate abroad would lead to a capital outflow that 
will deplete the foreign currency reserves and sooner or later lead to a speculative 
attack. Attempts to keep the domestic interest rate above the international one 
would lead to capital inflows that would eventually lead to upward inflationary 
pressure and real appreciation, particularly if the authorities cannot sterilize the 
liquidity effects of capital inflows. 

Ifa fixed exchange rate is combined with capital controls there may be scope for 
the domestic interest rate to diverge from the interest rate in the anchor country, 
and some degree of independent monetary policy may be feasible. If the interest 
rate differential becomes very large, parallel or informal currency markets may 
develop, and these will eventually restrain the scope for independent interest rate 
setting even in the presence of capital controls. With a floating exchange rate, 
there is at least in theory scope for an independent monetary policy irrespective 
of the extent of capital controls. 

The impossible trinity provides an important starting point for the choice of 
exchange rate regime as it highlights the trade-offs afforded by the structure or 
functioning of the economy. It is noticeable, however, that the cornerstone for 
the impossible trinity, the hypothesis of uncovered interest rate parity, does not 
receive much empirical support (Engel, 2014). Changes in risk and liquidity 
premiums may entail some monetary independence even in the presence of a 
fixed exchange rate and perfect capital mobility. Obstfeld et al. (2005) discuss the 
impossible trinity and find that the spread between the domestic interest rate and 
a reference interest rate varies over time depending on the prevailing exchange 
rate arrangement and capital control regime. They reach the conclusion, “The 
constraints implied by the trilemma are largely borne out by history’ (p. 423). 

Globan (2014) considers the degree of capital mobility in a number of European 
transition countries and finds that the sensitivity of capital flows varies across 
different countries and time periods. It is noticeable that the highest sensitivities 
are found for countries with fixed exchange rates (Bulgaria, Latvia, and Lithuania) 
while the lowest are found for countries with floating exchange rates (Poland and 
Croatia).? 


3.3 Exchange rate stability, international liquidity, and speculative attacks 
The discussion above assumed that a fixed exchange regime would in principle 
remain in place indefinitely. The operation of a traditional fixed exchange rate 
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arrangement requires the availability of sufficient foreign currency reserves, 
allowing the central bank to guarantee the exchange of currency at the announced 
fixed rate. If the domestic interest rate is below the interest rate of the reference 
country, investors may exchange domestic currency for foreign currency. If the 
demand for foreign currency exceeds supply and the exchange rate starts to depre- 
ciate, the central bank will eventually have to intervene to keep the fixed exchange 
rate. 

It is worth noting the asymmetric effects of capital flows on the sustainability 
of a fixed exchange rate regime. Large capital outflows are arguably a larger 
threat to the operation of a fixed exchange rate than large capital inflows. Capital 
inflows might lead to macroeconomic problems such as upward pressure on 
prices and deteriorating competitiveness, but capital outflows might effectively 
lead to a substantial decline in foreign reserves rendering the fixed exchange rate 
unsustainable.‘ 

Fixed exchange rate regimes are vulnerable to capital outflows. A speculative 
attack where rapid capital outflows deplete the currency reserves may force the 
authorities to devalue the currency, switch to a floating exchange rate, or take 
other measures. This makes it important to assess the risk of such an event. The 
literature on balance of payment crises distinguishes between first generation 
models where a policy inconsistency causes the crisis and second generation 
models where a crisis may be the result of self-fulfilling expectations. 

The first generation models assume that a country with a fixed exchange rate 
pursues an expansionary independent monetary policy (Krugman, 1979; Flood and 
Garber, 1984). The result is a gradual reduction of foreign exchange reserves followed 
by a sudden speculative attack which exhausts the reserves and forces the country to 
abandon the original peg. The model captures how a policy breaching the impossible 
trinity may be retained for a period of time, but eventually leads to a crisis. 

The second generation models are models of potentially multiple equilibria 
where the selection of the equilibrium is determined by both fundamentals and 
expectations (Obstfeld, 1996). Large currency reserves will ensure that there are 
sufficient reserves to meet a large outflow of capital, and the peg can therefore be 
retained even in face of a speculative attack. On the other hand, modest currency 
reserves mean that a sudden outflow of capital will make it impossible to retain 
the peg. Where there is an ‘intermediate’ amount of reserves, a speculative attack 
will break the peg, while the peg will be retained if no attack takes place. In this 
situation expectations are self-fulfilling and extraneous factors may decide the 
outcome. This suggests that the willingness of the authorities to bear the costs 
from retaining the fixed exchange rate, that is, the credibility of the peg, will play 
a key role for its sustainability. 

The conclusion is that the operation ofa fixed exchange arrangement in conjunc- 
tion with capital mobility is particularly vulnerable to large capital outflows. A peg 
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might be subject to speculative attacks even with substantial remaining foreign 
exchange reserves, and this is particularly so if the peg is subject to credibility 
problems. If the peg is abandoned, the consequence may be a very large change in 
the exchange rate possibly followed by large fluctuations. This means that whereas 
a floating exchange rate system typically will exhibit substantial day-to-day fluc- 
tuations in the nominal exchange rate, a fixed exchange system may potentially 
exhibit very large changes in the exchange rate if the economy is subject to a 
speculative attack or the authorities abandon the peg for other reasons. 


3.4 Mundell-Fleming and domestic shocks 

The discussion so far has highlighted the trade-offs between exchange rate stability, 
independent monetary policy and constraints on capital flows. The normative 
choice of an optimal or desirable exchange rate regime must be made subject 
to this constraint. The advantages and disadvantages of different exchange rate 
regimes are likely to depend on a range of factors, including the preferences of 
the authorities, structural features of the economy, and the prevalence of various 
shocks. A number of cases are considered in this and the following subsections. 

An objective of the authorities may be to prevent demand shocks leading to 
excessive fluctuations in production and employment, and the authorities may 
therefore choose an exchange rate regime that reduces the impact of demand 
shocks. This is evidently only an issue if there are rigidities in the economy so that 
demand shocks may impact output and employment; the starting point is there- 
fore an economy with sticky prices and perfect or at least some capital mobility. 
The Mundell-Fleming models examine the different shock absorbing features of 
different exchange rate regimes (Mundell, 1961; Fleming, 1962). 

With a fixed exchange rate, domestic monetary shocks such as changes in 
money demand will have little or no effect on real variables. A fixed exchange rate 
implies that the domestic interest rate is fixed from abroad and capital flows will 
fully accommodate domestic monetary shocks. However, real demand shocks 
such as sudden changes in consumption or investment will not be dampened as 
the exchange rate is fixed and the interest rate is given from abroad. 

With a floating exchange, domestic monetary shocks will affect capital flows 
and therefore the exchange rate, with possible effects on production and employ- 
ment. Real demand shocks will on the other hand be dampened; a positive 
demand shock, say, will lead to an inflow of capital and an appreciation of the 
currency, which eventually will crowd out all or part of the effect of the initial 
demand shock. 

The conclusion is that a fixed exchange rate regime may help insulate produc- 
tion and employment from domestic monetary shocks, but not from domestic 
real shocks. Conversely, a floating exchange rate may provide insulation from real 
demand shocks, but not monetary shocks. The choice of exchange rate regime 
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consequently boils down to the prevalence of the two types of shocks and their 
propagation in the economy. 

Instead of seeking to isolate the economy from shocks, the authorities may 
choose the exchange rate regime with the aim of achieving effectiveness of 
government intervention. The Mundell-Fleming framework would then suggest 
that fiscal policy is more effective under fixed exchange rates, while monetary 
policy is more effective when the exchange rate is floating. The wish to retain an 
independent monetary policy with effective interest rate setting is an important 
argument for choosing a floating exchange rate regime.” 


3.5 External shocks and the exchange rate regime 

The possibility of external shocks may also be a concern for the choice of exchange 
rate regime. These shocks could be changes in the demand for export products 
affecting net exports or monetary shocks affecting capital flows. The foreign 
monetary shock could stem from changes in the interest rate or liquidity in the 
reference country. The shock could alternatively come from changes in the risk 
and liquidity premium in the uncovered interest parity condition, which may 
stem from reassessments of risks, changes in risk appetite, or pricing abnormali- 
ties in financial markets. Emerging-market and transition economies are prone 
to such external monetary shocks as in many cases they are dependent on capital 
inflows and often have financial markets that lack depth and liquidity. 

External shocks will affect the domestic economy differently depending on the 
exchange rate regime. With a fixed exchange rate, changes in net exports will 
affect production and employment while the interest rate remains unchanged. A 
change in the foreign interest rate or in risk and liquidity premia will spill over 
into the domestic interest rate and consequently real variables, while the exchange 
rate remains unchanged.° These considerations suggest that a fixed exchange rate 
means that the domestic economy is very susceptible to external shocks. 

With a floating exchange rate, the effect of external shocks may be damp- 
ened by counter-acting developments in the interest rate or the exchange rate. A 
reduction in net exports will in itself dampen output, but such a reduction would 
likely bring the interest rate down, stimulating demand and economic activity. A 
higher foreign interest rate may lead to an outflow of capital, causing the nominal 
exchange rate to depreciate and the negative effect from the interest rate increases 
then to be lessened by the positive effect from improved competitiveness. The 
floating exchange rate may then be seen as an absorber of foreign shocks. 

The effects of external shocks on economic activity will in practice evolve 
over time and will not be fully synchronized. One example of a gradual adjust- 
ment is the j-curve effect where changes in the nominal exchange rate and hence 
competitiveness only affect net exports and output with a substantial lag (Magee, 
1973; Bahmani-Oskooee and Ratha, 2004). The upshot is that although a floating 
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exchange rate has the potential to function as a shock absorber, the net effect on 
variables of interest may be uneven and may evolve over an extended period of 
time. 

A floating exchange rate might, however, not be shock absorbing in countries 
with large liabilities denominated in foreign currency but may instead amplify the 
external shock. If for instance a negative export demand shock leads to a depre- 
ciation of the currency, the domestic currency value of the external liabilities will 
increase and this might drag down domestic demand and output and in the end 
amplify the original shock (Eichengreen and Hausmann, 1999; Calvo, 2000). This 
is a balance-sheet effect that depends on the gross foreign-denominated liabilities 
and it might thus be present even if a country has matching gross assets. 

Although a floating exchange rate may be a shock absorber softening the 
impact of (particularly) external shocks, it may also be a source of shocks if move- 
ments in the nominal exchange rate are largely extraneous and driven by capital 
flows that cannot be explained by changes in fundamentals such as output and 
interest rates. Given the assumption of price rigidity and a modest effect from 
counteracting sources, changes in the nominal exchange rate will be carried into 
the real exchange rate and net exports and eventually into output and employ- 
ment. This might then result in excess volatility of the exchange rate and induced 
instability in the real economy. 

It follows that changes in capital flows that are not driven by fundamentals 
may represent a challenge for an economy with a floating exchange rate. A fixed 
exchange rate may in this case facilitate a more gradual adjustment to such rapid 
changes in capital flows, but these flows may still pose a serious challenge. Capital 
inflows may lead to overheating or rapid asset price inflation which would under- 
mine competitiveness and threaten financial stability (Calvo et al., 1996). Capital 
outflows with no immediate fundamental cause may lead to a decline in economic 
activity and could eventually threaten the sustainability of the peg. The upshot is 
that large and random capital flows represent a serious challenge to economic 
stability irrespective of the exchange rate arrangement. 

Insulation from external shocks may be particularly important for emerging- 
market and transition economies, which are often heavily reliant on trade and 
capital flows. This would suggest that a floating exchange rate would be beneficial, 
but this arguably requires that the exchange rate functions as a shock absorber 
and not as an amplifier of shocks or an independent source of shocks. It is in the 
end an empirical question whether or not a floating exchange rate functions as 
a shock absorber in a particular economy. Capital controls may be an option if 
an economy is subject to capital flows driven by sentiments and without funda- 
mental causes; see the discussion in Subsection 3.6 for more details. 

The empirical evidence on the effects of the exchange rate regime on the 
stability of output and employment is not conclusive. Studies for developed 
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countries suggest that fluctuations in the exchange rate appear to have a substan- 
tial extraneous component and hence a source of shocks to the economy (Clarida 
and Gali, 1994; Farrant and Peersman, 2006; Alexius and Post, 2008). Skotepa 
and Komarek (2013) find a similar result for the Czech Republic. The increased 
real exchange rate variability resulting from a floating exchange rate might, 
however, have limited effects on output volatility (Baxter and Stockman, 1989). 
Others have found, however, that a floating exchange rate is associated with lower 
output volatility (Ghosh et al., 1997, 2002). Levy-Yeyati and Sturzenegger (2003) 
find that a less flexible exchange rate regime is associated with greater volatility 
of output for developing and emerging-market economies, while it appears to be 
of little or no importance for developed economies. The upshot might be that the 
exchange rate regime appears to be more important for emerging-market and 
transition economies than for developed economies. 


3.6 Optimal currency area 

The discussion in Subsections 3.2-3.5 considered one economy individually. 
Mundell (1961) considers the related issue of the conditions under which a group 
of countries would benefit from forming a currency union. This is the theory of 
the Optimal Currency Area (OCA). The criteria do not specify any form of ‘opti- 
mality’ but merely identify conditions under which there would be expected to be 
relatively small costs in the form of output and employment volatility associated 
with a country having no independent monetary policy. 

Mundell (1961) specified three criteria for an OCA. First, the countries should 
be affected by fairly similar shocks so that the countries in the currency union 
would all want the same interest rate or other monetary policy measures to coun- 
teract the shocks. Asymmetric shocks might cause disagreement on the interest 
rate setting and leave some countries with large fluctuations in production and 
output. Second, asymmetric shocks would be less troublesome if there were access 
to budgetary transfers between the countries of the currency union, as this would 
facilitate counter-cyclical fiscal policies that may dampen fluctuations in output 
and employment. Third, mobility of labour between countries would facilitate the 
movement of labour between countries that were affected differently by various 
shocks. 

‘These criteria have been subject to much debate. It has for instance been argued 
that counter-cyclical fiscal policy would also be possible without intergovern- 
mental transfer if governments accumulate substantial reserves or can borrow in 
financial markets. It is also clear that the criteria are not exhaustive. McKinnon 
(1963) contributed with additional criteria, suggesting that countries with flexible 
wage and price setting would comprise an OCA even if they were subject to asym- 
metric shocks since these shocks would anyway have a limited impact on output 
and employment. McKinnon (1963) also highlighted how different economic 
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structures might lead to demands for different monetary policies even in the case 
of symmetric shocks. 

Asymmetric shocks and different economic structures may be particularly 
important for emerging-market and transition economies that may join a currency 
area with developed economies. It is clear, however, that shocks and economic 
structures change over time and may also change in reaction to a country joining 
a currency union. Asymmetric shocks and different structures may be less prob- 
lematic if membership of a currency union leads the member countries to become 
more similar, that is, the OCA criteria become effectively endogenous (Frankel 
and Rose, 1998). 


3.7 Further issues 

The theoretical models focus on the choice of exchange rate regime when the 
authorities aim to stabilize output and employment in the presence of various 
shocks affecting the economy. The overall conclusion is that whereas a fixed 
exchange rate might facilitate trade and capital flows, a floating exchange rate 
might function as a shock absorber. This, however, requires the exchange rate 
not to amplify shocks or function as an independent source of shocks. A fixed 
exchange rate regime may be most beneficial if the currency is pegged to the 
currency of an economy that is structurally similar and subject to the same 
shocks. These conclusions are based on analyses that leave out a number of poten- 
tially important issues. 

One issue relates to the ability of the central bank to function as a lender of 
last resort providing (in principle unlimited) liquidity to the domestic banking 
sector if there is a speculative run on the banking sector or some other form of 
financial instability. It follows from the impossible trinity that it will generally not 
be possible to maintain a fixed exchange rate and at the same time provide large 
amounts of emergency liquidity to the banking sector. The upshot is that a fixed 
exchange rate regime might limit the instruments available for combating finan- 
cial instability and hence make the economy vulnerable to crises in the financial 
sector (Chang and Velasco, 2000). 

Acknowledging this weakness of a fixed exchange rate regime, the monetary 
authorities may accumulate foreign exchange reserves so that some liquidity 
can be provided to a troubled banking sector without the peg being jeopardized 
(Calvo and Mishkin, 2003). Another alternative is that the authorities abandon 
the fixed exchange rate and provide liquidity if there is a serious banking sector 
crisis, the latter being an example of a twin crisis where a banking crisis spills over 
into a currency crisis (Kaminsky and Reinhart, 1999). 

Another issue is that capital controls could be used as an integral part of the 
exchange rate policy (Edwards, 1999). Capital controls can be used for many 
purposes. They may be used with a soft peg with the aim to reduce the risk of 
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speculative attacks or to provide the authorities with some monetary autonomy, 
but they may also be used in a floating exchange rate regime to reduce exchange 
rate volatility or manage the exchange rate. 

Capital controls can take many forms and may appear as restrictions on capital 
outflows, capital inflows, or both. The controls might apply to all foreign exchange 
transitions, but they will typically only apply to transactions for specific purposes 
such as portfolio flows, short-term loans, or derivative contracts. The controls may 
function by outlawing certain transactions, but they may also take the form of 
explicit or implicit taxation of the amount exchanged. In many emerging-market 
and transition economies capital controls have traditionally focused on capital 
outflows with a view to keeping interest rates low and reducing the likelihood of 
sudden outflows happening. Capital controls on inflows have gained attention 
since the 1990s and in particular controls aiming to prevent the accumulation of 
short-term foreign liabilities.’ 

Capital controls may insulate the economy from external shocks and allow the 
authorities to pursue an independent interest rate policy that aims to stabilize 
output and employment in face of domestic and foreign shocks to the economy. 
Capital controls, however, also have drawbacks. They may be difficult and expen- 
sive to administer effectively and they can provide incentives for circumvention 
and become less effective over time. Extensive capital controls may also lead to 
the distortion of price signals and misallocation of resources. 

The effectiveness of capital controls and their appropriate use are much 
debated. Although capital controls were an integral part of the Bretton Woods 
system of fixed exchange rates established after World War II, such controls fell 
out of use in the 1990s in most developed economies and increasingly also in 
emerging-market and transition economies. The global financial crisis rekin- 
dled interest in the instrument and staff from the IMF started analysing capital 
controls as part of the overall economic policy mix (Ostry et al., 2010; Ostry 
et al., 2011). 

‘The last issue concerns the use of macro-prudential regulation as an additional 
instrument. Macro-prudential policies or macro-prudential regulation impose 
restrictions on the lending of banks and other financial institutions depending 
on the cyclical stance of the economy (Galati and Moessner, 2013). During a 
boom the authorities might increase the reserve requirements of the banks and in 
this way slow down lending growth; during a recession the reserve requirements 
might be relaxed to stimulate lending growth. The implication is that the authori- 
ties can influence the amount of credit available to households and non-financial 
firms. 

The Achilles heel of a fixed exchange rate regime with perfect capital mobility 
is that the domestic interest rate is closely tied to the foreign interest rate and 
so does not react to conditions in the domestic economy. This may be less of a 


The Choice of Exchange Rate Regime in Emerging Economies 77 


problem if the authorities can influence the way in which changes in the interest 
rate affect consumption and investment demand. Macro-prudential regulation 
may serve such a purpose and hence reduce the impact of interest rate changes 
on economic activity. The use of macro-prudential regulation is relatively 
novel and it might be difficult to assess the effectiveness of this instrument in 
practice. 


4 Other objectives 

Section 3 on the choice of exchange rate regime focused almost exclusively on the 
objective of stabilizing output and employment given the constraints afforded by 
the impossible trinity. This discussion would apply to most economies, including 
developed economies. The choice of exchange rate regime might, however, also 
take account of other objectives, some of which are of particular importance for 
emerging-market and transition economies. 


4.1 Export competitiveness 

A main objective for most emerging-market and transition economies is to 
narrow the income gap towards the high-income countries, and high rates of 
economic growth may therefore be given high priority. To this end most emerg- 
ing-market and transition economies will typically devise a growth strategy or 
a model of economic development. A model based on export-driven growth has 
been favoured in a number of Asian emerging-market economies. The corner- 
stone of this model is the retention of external price competitiveness in order to 
stimulate exports and growth (Petri, 2006). 

The model of export-driven growth requires that the economy retains external 
price competitiveness in a persistent and predictable way. This may rule out the 
use of a de facto floating exchange rate. The emerging market economies in Asia 
have typically sought to peg their currencies. Even where there have been de jure 
floating exchange rate arrangements, the countries have often taken measures 
to stabilize or depreciate the nominal exchange rate with the eventual goal of 
keeping the real exchange rate at a relatively depreciated level.* The policy has also 
been politically controversial and it has been argued that some countries in Asia 
have engaged in ‘currency manipulation’ (Staiger and Sykes, 2010). 

A policy seeking to keep the real exchange rate at a depreciated level risks 
creating inflationary pressure in the economy and must therefore be followed 
with an eye on the trade-off between competitiveness and internal price stability 
(Klyuev, 2002). The implication is that the export-driven model will be most 
feasible in economies where the domestic inflationary pressure can be contained 
in ways other than through the exchange rate. Countries experiencing a reduc- 
tion in domestic inflation might gradually pay more attention to maintaining or 
strengthening external competitiveness. 
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The empirical evidence for the export-led growth strategy is mixed. Rodrik 
(2009) finds that countries grow faster if their real exchange rate is undervalued 
relative to what should be expected given their level of development. This result 
is particularly strong for the developing countries in the sample. Giles and 
Williams (2000) provide a survey of the empirical literature on the effectiveness 
of the export-led growth strategy and find that although real exchange rate devel- 
opments and economic growth may be correlated, most studies have problems 
establishing the direction of causality. 

In any case, the authorities in emerging-market and transition economies may 
seek to use the exchange rate as an instrument to provide favourable and predict- 
able conditions for the export sector. This may rule out the use of a fully floating 
exchange rate if this was associated with excessive real exchange rate volatility 
and longer periods of appreciation. Concerns about the export performance may 
provide an argument for a stable undervaluation of the real exchange rate and 
this might be easiest to attain with a soft peg. 


4.2 The Dynamic Penn Effect 

Concerns about domestic inflation may also have implications for the choice of 
exchange rate regime in situations where the authorities do not embark on an 
explicit disinflation programme. Many emerging-market and transition econo- 
mies exhibit high rates of economic growth and at the same time experience a 
rapid rate of real appreciation. Studies suggest that this is indeed a stylized fact 
and it has been christened the Dynamic Penn Effect by Ravallion (2010). A rate of 
income growth in excess of the income growth in a reference country is strongly 
and positively correlated with an increasing real exchange rate against the refer- 
ence country. 

Ravallion (2010) confirms that the presence of the Dynamic Penn Effect in 
a broad range of economies. Staehr (2015) uses modern time series methods 
and finds that it also applies to the transition countries in Central and Eastern 
Europe. A host of theories can explain the Dynamic Penn Effect including higher 
mark-ups, quality improvements, and increasing taxes, but the most celebrated 
explanation lies in the Balassa-Samuelson theories of different productivity 
growth in the traded and non-traded sectors or high productivity growth and 
different labour intensities. Egert et al. (2003) find little support for the Balassa- 
Samuelson theory for Central and Eastern European transition countries, while 
Staehr (2012) finds that many factors contribute to the process of real appreciation 
in the European transition countries. 

Given that a country has to exhibit a high rate of trend growth, the country is 
likely to experience real appreciation. If the country has adopted a fixed exchange 
rate, the real appreciation will show up in the form of high inflation and this 
might be seen as an additional cost of a fixed exchange rate regime. A more 
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flexible exchange rate would allow the real appreciation to take place in the form 
of an appreciation of the nominal exchange rate and the domestic inflationary 
pressure might thus be contained. 


4.3 Disinflation 

High or very high inflation has been a major problem for many emerging-market 
and transition economies at various times. Latin America has often seen very high 
and unstable inflation, while the transition countries experienced very high price 
increases after their liberalization of prices in the early 1990s. The key issue is 
whether the exchange rate or a monetary aggregate was used as a nominal anchor 
during the process of disinflation. 

A money-based disinflation policy entails a significant reduction in the 
growth of money in the economy, which would typically coincide with mark- 
edly higher interest rates, at least in real terms. A money-based disinflation 
might lack transparency as data on monetary aggregates are often published 
with a substantial lag, and the link between money and inflation is somewhat 
indirect and unpredictable due to fluctuations in the velocity of money. Another 
complication is that the demand for money might increase if the reduction in 
the money growth is deemed credible and inflation therefore falls. The increased 
money demand might lead to a credit crunch with adverse effects on production 
and employment, but seeking to address the credit crunch by increasing the 
money supply might undermine the credibility of the disinflation programme 
(Romer, 2005). 

Using the exchange rate as a nominal anchor implies pegging the nominal 
exchange rate to the currency of an anchor country. Such a peg can be hard and 
even imply the adoption of another currency, but it may also be an intermediate 
arrangement such as a fixed peg with fluctuation bands, an adjustable peg, or a 
crawling peg. The pegging of the exchange rate will have an immediate effect on 
domestic prices in the traded sector but may also spill over to the non-traded 
sector. Using the exchange rate as a nominal anchor is a transparent way to imple- 
ment the disinflation programme and this may help bring down inflation expec- 
tations and hence reduce the expected costs of disinflation. 

‘The experiences of Latin America in the early 1990s revealed a potential chal- 
lenge for disinflation programmes using the exchange rate as a nominal anchor 
(Agénor and Montiel, 2008). A credible programme lowers expectations of future 
currency depreciation, leading to a potentially large decline in the interest rate. 
This increases demand for consumption and investment, and this positive demand 
impulse might dominate any negative effect from reduced competitiveness. The 
result of the contractionary exchange rate policy is a boom, but the boom will 
eventually contribute to a further deterioration of competitiveness, dragging the 
economy into a recession. This boom-recession cycle might surprise policymakers 
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and lead them to abandon the disinflation programme if the eventual recession 
is very deep. 

In practice most disinflation programmes in emerging-market and transi- 
tion economies have been exchange rate based, arguably because of greater 
transparency and greater certainty about the developments of inflation under 
such programmes (Ghosh et al., 2002). This is particularly the case in the tran- 
sition countries in the 1990s as discussed in detail by Polanski (2015) in this 
Dictionary. 


4.4 ‘The exchange rate regime as a political constraint 

The choice of exchange rate arrangement imposes constraints on various 
economic policies, a feature which is evident from the impossible trinity, but 
the constraints may have a broader scope. The implication is that the choice of 
exchange rate regime can have wide-ranging implications for policymaking and 
economic performance. 

Monetary policy games explain inflation as the result of authorities not being 
able to commit credibly to prudent policies. Depending on the exchange rate 
arrangement, the authorities can inflate the economy by devaluing or by keeping 
interest rates low, and this will increase output and employment if the ensuing 
inflation is not expected by the private sector. The private sector, however, under- 
stands that the government has an incentive to inflate and forms its expectations 
accordingly. The outcome of this non-cooperative game is high inflation without 
any effects on output and employment, essentially a result of the government 
lacking credibility and being unable to commit to a target of low inflation. 

‘The institutional framework, including the exchange rate regime, may restrain 
the ability of the authorities to pursue expansionary monetary policies which even- 
tually result in high inflation (De Grauwe 2014; Ghosh et al., 2002). A hard peg may 
effectively preclude inflationary policies, while a soft peg or a floating exchange 
rate does not immediately provide the same restraints on monetary policy. The 
upshot is that different exchange rate regimes impose different constraints on 
monetary policy and in this way affect macroeconomic performance. 

The exchange rate regime may similarly be of importance for fiscal policy 
(Agell et al., 1996). If a hard peg is to be sustained, the central bank cannot 
issue credit to finance budget deficits. A floating exchange rate does not by itself 
preclude the financing of deficits if there are no other constraints in place. A hard 
peg makes it impossible or at least more costly for the authorities to resort to 
monetary financing of deficits, and this may enhance the credibility of a prudent 
fiscal policy. 

The discussion points to a trade-off between credibility and flexibility. A peg 
may enhance the credibility of monetary and fiscal policy, but the lack of flex- 
ibility imposes a cost in the form of the authorities being unable to accommodate 


The Choice of Exchange Rate Regime in Emerging Economies 81 


shocks that affect the economy. Credibility problems in monetary and fiscal policy 
might be particularly prevalent for emerging-market and transition economies 
with weak institutions, a short history of independent policymaking, and perhaps 
also recent episodes of high and unstable inflation. 

These considerations are ceteris paribus an argument for imposing the 
constraints on domestic policymaking exerted by a pegged exchange rate. They 
may in part explain the tendency for emerging-market and transition countries 
to prefer some form of pegging of their currency (Husain et al., 2005). They might 
also explain why disinflation programmes very often use the exchange rate as a 
nominal anchor; see Subsection 4.3. 

The disciplining effects of a fixed exchange rate arrangement might be less 
clear-cut than suggested above. First, it will typically be possible to sustain a 
hard or soft peg for some time even if other economic policies are not consistent 
with the peg. An interest rate below the interest rate abroad may lead to capital 
outflows, but it will typically take some time before a speculative attack makes it 
necessary to abandon the peg; see the discussion in Subsection 3.3. With a floating 
exchange rate the effects of a low interest rate may show up in the exchange rate 
immediately. Second, authorities that pursue expansionary policies under a fixed 
exchange rate arrangement might apply measures such as capital controls to 
sustain the peg. Finally, even a hard peg can be changed by authorities that seek 
to pursue expansionary policies. 


5 Empirical evidence on the choice of exchange rate regime 

The normative discussion of the choice of exchange rate regime in Sections 3 and 
4 was largely based on deduction in theoretical models. This section considers 
the positive aspects of the choice by surveying a number of empirical studies that 
seek to identify factors that have determined the choice of exchange rate regime. 
The empirical studies typically comprise cross-sectional or panel data models 
with a proxy for the exchange rate regime as the dependent variable and various 
macroeconomic, institutional, and political economy variables as explanatory 
variables. 

One complication of these studies concerns the choice of proxy for the exchange 
rate regime. The proxy might focus narrowly on the exchange rate arrangement, 
but even then there are many possible proxies for both the de jure and de facto 
exchange rate arrangements. The proxy might alternatively take into account 
features like the extent of capital controls and interest rate setting which evidently 
complicates the construction of the proxy. Another complication stems from the 
need to include a large number of countries in the estimations, and many studies 
will therefore include developed, emerging-market, and transition economies. As 
usual with estimations on panel and cross-sectional data, the results for the whole 
sample might not apply to each individual country. Finally, it may be difficult 
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to establish the direction of causality because of possible reverse causality and 
omitted variables. The empirical studies often provide conflicting messages (Juhn 
and Mauro, 2002). 

Rizzo (1998) uses a dataset comprising almost all developing and emerging- 
market economies from 1977 to 1995 and estimates cross-sectional models on 
five different subsamples. A range of structural and macroeconomic variables are 
shown to be of importance for the choice of exchange rate regime, and the effects 
are relatively stable across the five subsamples but not in all cases consistent with 
the standard theory on the choice of exchange rate regime. 

Edwards (1996) is a widely cited paper which includes political economy 
variables as well as economic and structural variables. The sample consists of 
63 countries for the period 1980-1992. More political stability and stronger 
governments are associated with a higher probability of a fixed exchange rate, 
while more external volatility is associated with a higher probability of a flex- 
ible exchange rate. Countries with a history of high inflation typically have a 
more flexible exchange rate system. The estimated coefficients of a number of 
economic variables, including per capita GDP, also attained statistical signif- 
icance. Edwards (1996) concludes that variables reflecting the policymakers’ 
preferences and constraints are of importance for the choice of exchange rate 
regime. 

The importance of the political variables is confirmed in a study by Carmignani 
et al., (2008). The study includes a number of variables for the electoral cycle, 
government turnover, and constitutional and political arrangements. Using data 
from a large number of countries for 1974-2000, the coefficients of most of the 
political variables attain statistical significance, while the effects of the economic 
variables are heavily dependent on whether a de facto or de jure definition of the 
exchange rate regime is used. Berdiev et al., (2012) also find that political vari- 
ables have substantial explanatory power in their sample of 180 countries, but the 
effects of these variables on the choice of exchange rate regime differ substantially 
between developed and developing economies. 

Juhn and Mauro (2002) survey a number of studies and conclude that different 
studies using the same explanatory variables typically reach very different results. 
Their conclusion: ‘No result appears to be reasonably robust to changes in country 
coverage, sample period, estimation method and exchange rate regime classifi- 
cation’ (p. 7). This also applies to explanatory variables like trade openness and 
income level. The authors then construct a very extensive database comprising 
essentially all the variables used in previous studies and implement a large number 
of econometric specifications. They find that a larger total GDP appears to be asso- 
ciated with a higher probability ofa floating exchange rate, but they otherwise fail 
to attain any results that are robust to reasonable sensitivity analyses. This finding 
clearly circumscribes the results obtained in individual studies. 
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Von Hagen and Zhou (2005) focus on 25 transition economies using data from 
1990 to 1999. The panel estimations include a static choice model and a dynamic 
choice model where the lagged regime choice is included as an explanatory factor. 
Unsurprisingly they find that past regime choices are important for the present 
regime choice, but other factors such as openness, the trade structure, features 
of the financial system, the inflation rate, and the fiscal stance may play a role, 
depending on the prevailing exchange rate regime. 

Markiewicz (2006) considers a sample of 23 transition countries over 10 years 
and also finds that institutional, economic, and political economy variables have 
explanatory power. Political stability seems to be a strong predictor of a fixed 
exchange regime, but other political economy variables provide less clear-cut 
results. 

Von Hagen and Zhou (2007) extend their study from 2005 by using a sample 
of more than 100 developing, emerging-market, and transition economies for the 
1980s and 1990s. The results are largely in concordance with their earlier find- 
ings. The past exchange rate regime has a strong and statistically significant effect 
on the contemporaneous regime. A number of independent explanatory variables 
are also found to have explanatory power, but it is argued that previous studies 
that do not include the past exchange rate regime might have overestimated the 
effects of these factors. 

‘The positive analyses of the factors determining the choice of exchange rate 
regime do not provide clear and robust results, but this is arguably to be expected 
given possible country-specific and time-varying effects and the many explana- 
tory factors that can be included in the analyses. Studies show, however, that the 
past exchange rate regime is important for the contemporaneous choice in spite 
of numerous cases of regime change (von Hagen and Zhou, 2005, 2007; Klein 
and Shambaugh, 2008). Moreover, it is clear that not only economic and institu- 
tional variables, but also political economy factors play a role although the effects 
appear to differ across country and time samples. 


6 Final comments 

The choice of exchange rate regime, and more generally of the monetary regime, 
constitutes a key part of economic policy. The choice is challenging and subject 
to complex trade-offs, particularly in emerging-market and transition econo- 
mies, which often have different economic structures and weaker institutions 
than advanced economies. This survey focuses on the normative aspects, but also 
discusses the positive aspects of the choice. 

The starting point for the normative choice is that a fixed exchange rate might 
reduce the uncertainty regarding the future exchange rate and so may facilitate 
international trade and investment. These gains from trade may be particu- 
larly important if the peg is deemed sustainable and financial markets are less 
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developed. Empirical studies suggest that countries with a mutual fixed exchange 
rate typically trade more with each other than do countries with floating exchange 
rates; the direction of causality is difficult to establish. 

The possible allocation gains from a fixed exchange rate come, however, at a cost 
as authorities must give up control over the domestic interest rate or, alternatively, 
must impose capital controls which by themselves may lead to efficiency losses. A 
floating exchange rate might help stabilize output and employment in the face of 
various shocks, particularly shocks affecting the economy from abroad. 

This suggests a trade-off between allocation gains from a fixed exchange rate 
and stabilization gains from a floating exchange rate. It is important to empha- 
size, however, that neither the allocation nor the stabilization gains are guar- 
anteed in practice. In the end the choice of exchange rate will depend on the 
authorities’ preference for stabilization, the prevalence of different domestic and 
external shocks, the propagation of these shocks, and the effects of different policy 
instruments. 

For emerging-market and transition economies a number of other objectives 
and constraints might be as important as the traditional trade-off between allo- 
cation and stabilization. Many of these economies have experienced episodes of 
very high inflation and have therefore implemented disinflation programmes 
using the nominal exchange rate or the money supply as a nominal anchor. 
Such programmes bring about numerous challenges irrespective of the choice of 
nominal anchor. The main advantage of exchange rate based programmes is their 
visibility and transparency, which may enhance credibility and reduce the costs 
of the disinflation policy. 

Credibility concerns may also be of importance even at moderate rates of infla- 
tion. A lack of credibility on the part of the authorities might create expectations 
of high inflation and can eventually lead to high inflation. The choice of exchange 
rate regime may affect the costs of creating inflation and hence the credibility 
of a low inflation policy. A fixed exchange rate is sometimes seen as a means for 
‘importing’ the credibility or low-inflation credentials of the reference country. 

Emerging-market and transition economies might seek to retain the competi- 
tiveness of their exports, which would entail some form of management of the 
exchange rate. Another objective may be to maintain low inflation in the face 
of high rates of economic growth and the associated real appreciation, and this 
would suggest that the nominal exchange rate should be allowed to appreciate 
gradually. 

It follows from the discussion above that there are many issues to consider 
when choosing the exchange rate regime. The choice should take into account the 
preferences of the policymakers, the prevalence and propagation of shocks, and 
the structure and functioning of the economy, but also factors such as the cred- 
ibility and capacity of the authorities. 


The Choice of Exchange Rate Regime in Emerging Economies 85 


Empirical evidence first and foremost shows that there is substantial persist- 
ence in the choice of exchange rate regime although there are numerous cases of 
regime change. The evidence also suggests that proxies for the economic, insti- 
tutional, and political economy factors highlighted in the theoretical literature 
have substantial explanatory power, although the results vary substantially across 
different studies. 

It is clear that changes in objectives, the structure of the economy, and the prev- 
alence of different shocks may change the desirability of different exchange rate 
regimes, and this may be an important reason for the relatively frequent changes 
in exchange rate regimes seen in many countries (Klein and Shambaugh, 2008). 
A floating exchange rate may be preferable in a situation with large and changing 
capital flows or other external shocks, while a fixed exchange rate may be more 
favourable in calmer periods and if the aim is to stabilize inflation and constrain 
domestic policymaking. There is some evidence that exchange rate regimes move 
towards more flexibility as economies develop. 

In practice, it is infeasible to carry out detailed empirical analyses of all the 
factors that may influence the desirability of different exchange rate regimes. In 
the end the choice of exchange rate regime and monetary policy in general will 
be a political decision made under great uncertainty. Broader trends and policy 
discourses may under these circumstances play an important role for the decision 
making process. 

Most emerging-market and transition economies have at times employed 
some form of fixed or managed peg, often using a soft peg to tie their currencies 
to their main trading partner. After the Asian crisis when currency crises meant 
that many soft pegs in South East Asia economies had to be abandoned, it was 
widely argued that soft pegs in emerging-market and transition economies would 
be prone to currency crises that incur large real costs. The resulting ‘polar view’ 
posited that floating and hard pegs are the only exchange rate regimes that are 
sustainable over time (Fischer, 2001). 

There were, however, voices which objected to this view. Williamson (2000) 
argued that ‘intermediate’ regimes could, in principle, allow countries to reap the 
benefits of both fixed and flexible regimes without incurring some of their costs, 
provided proficient macroeconomic management. It seems indeed that many 
emerging-market and transition economies have sought to manage the develop- 
ments of the exchange rate, even when the exchange rate officially was floating. 
This reluctance to let the exchange rate float in practice has been labelled ‘fear of 
floating’ by Calvo & Reinhart (2002). 

During the global financial crisis in 2008-2009, many emerging-market and 
transition economies were severely affected by large shocks in export and capital 
flows, and even floating regimes were under pressure due to large exchange rate 
fluctuations and financial instability. The crisis gave rise to a renewed debate 
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on the choice of exchange system and the possible advantages of intermediate 
regimes for emerging-market and transition economies, possibly supported by 
some forms of capital controls (Ghosh et al., 2010). The discussion on the choice 
of exchange rate regime is an on-going and lively debate, in large part driven by 
changing experiences. Frankel (1999) concurs in the title of a paper: “No single 
currency regime is right for all countries or at all times’. 

The overall conclusion is that the choice of exchange rate regime is challenging 
and arguably in particular for policymakers in emerging-market and transition 
economies. Changing priorities, rapid processes of transformation, and a strong 
dependence on external developments ensure that the choice of exchange rate will 
remain high on the policy agency. At the same time, Calvo and Mishkin (2003) 
stress the important point that the exchange rate regime is only one policy choice 
and other choices - including reforms of institutions, markets, and govern- 
ment - are likely to play a larger role for long-term growth and welfare in most 
economies. 


Notes 

1. Some hybrid forms of a currency board allow for an initial stock of base money that is 
not covered by reserves, while all additional insurance of base money is fully covered by 
reserves. 

2. Acountry with a de jure floating exchange rate may for instance see no substantial 
exchange rate movements during the year and may therefore be classified as a country 
with a peg. 

3. This may point to a degree of endogeneity where fixed exchange rates facilitate capital 
movements to exploit arbitrage possibilities, while floating exchange rates might impede 
such capital movements due to future exchange rate uncertainty. 

4. The experiences of China since the mid-1980s suggest indeed that it is possible to 
combine an essentially fixed exchange rate and some independent interest rate setting 
when this policy is supported by capital controls (McKinnon and Schnabl, 2009). 

5. With a fixed exchange rate, an independent interest rate setting would be impossible, cf. 
the impossible trinity, as its main effect would be changes in the currency reserves. With 
a floating exchange rate fiscal policy might be ineffective as exchange rate changes would 
crowd out the initial effect. 

6. A higher foreign interest rate will result in capital outflows that might lead to a recession 
and possibly a speculative attack. A lower foreign interest rate might lead to overheating 
and accumulation of liquidity in the private sector, potentially jeopardizing financial 
stability over time. 

7. Chile was among the first countries to introduce controls requiring that inflows were 
accompanied by the deposit of a proportional amount in an unremunerated fixed-term 
account in the central bank. The controls were in place in 1991-1998 and effectively 
functioned as a tax on short-term capital inflows. The effectiveness of the controls in face 
of strong capital inflows in the 1990s is debated (De Gregorio et al., 2000; Edwards and 
Rigobon, 2009; Edwards, 1999). 

8. Since the crisis in Southeast Asia in 1997-1998 many countries in the region have 
intervened in foreign currency markets and accumulated large currency reserves partly 
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in order to keep the real exchange rate at a relatively depreciated level (Korinek and 
Servén, 2010). 
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Monetary Stabilization 


Zbigniew Polanski 


Abstract 

In this chapter transition countries’ monetary policy strategies in the period from 
the late 1980s are examined. The text covers developments in post-socialist Europe 
and Asia. The starting point is twofold and provides both the definition of mone- 
tary stabilization and a short description of the role of money under socialism. 
Then, early transition monetary events and stabilization programmes are studied. 
Further, monetary policy strategy developments are interpreted in the context of 
the so-called ‘impossible trinity’ framework. This is followed by a brief account 
of the main monetary strategies’ implementation problems during transition. The 
chapter finishes with a short discussion of current challenges facing transition 
countries’ central banks, and a final section provides a classification of countries 
by their monetary policy regimes in place as of 2015. 


Keywords: Monetary policy; inflation; exchange rates; dollarization (euroiza- 
tion); central banks 


1. Introduction 

‘Monetary stabilization’ is a process (policies included) aiming at monetary 
stability (and the preservation thereof). The latter term refers to general price level 
stability (shortly: price stability) or - equivalently - stability of the purchasing 
power of money. The main reason for which monetary stabilization is of crucial 
importance for countries introducing and developing market mechanisms is the 
fact that reducing uncertainty in economic transactions positively contributes to 
the long-term performance of market economies. 

In modern central bank practice, at least in advanced countries, monetary 
stability is usually understood as consumer price inflation of approximately 
2 per cent per year. Monetary stability also involves an international dimen- 
sion, which is money’s external purchasing power stability, that is exchange rate 
stability (or - in other words - absence of strong exchange rate volatility and 
currency crises). 
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In contemporary market economies, monetary stabilization is mainly the 
domain of independent (i.e. autonomous from the government) central banks’ 
activities, typically their monetary policies. This, however, was not the case in 
socialist (Communist) systems where money had a largely different nature in 
comparison to the market framework. Consequently, in what follows, we start 
with a short reminder of the main features of monetary circulation under 
socialism. This is continued by touching upon early transition events and stabi- 
lization programmes to subsequently move to more recent strategic choices and 
monetary policy implementation problems. The essay concludes with a short 
section on current challenges faced by central banks in the transition countries, 
and a final section provides information on monetary policy strategies (regimes) 
in transition countries as of early 2015. 


2 Money under socialism 
In traditional socialist systems (i.e. Soviet-type command economies) money 
was assigned a very different role from that in market economies. While in the 
latter it has an active role (in the sense that flows of real goods and services follow 
money and/or credit flows), in traditional socialist economies, it boiled down to 
a passive role, that is, money and credit flows followed real flows as decided by 
the central planner (Brus, 1961). Hence, in this framework money was not an 
allocator of resources and administratively set prices were not playing a signal- 
ling role. The subordination of money flows to real flows was clearly visible in 
transactions among state enterprises and also between them and the state budget. 
Firms obtained financial resources (credits, subsidies) only when decisions on 
real flows were already made; largely because of this principle, enterprises were 
subject to the soft budget constraint (Kornai, 1980; Kornai et al., 2003). All these 
phenomena were less visible on the consumer market where the central planner 
tried to equilibrate a pre-determined supply of goods with an effective demand. 
Money in both monetary circuits took a different physical form: transactions 
among enterprises were settled in non-cash form (deposit money) while transac- 
tions on the consumer market were virtually always settled in cash. The main 
link between the two circuits was constituted by enterprises’ wage funds which 
were highly controlled by the central planner through the state banking system 
(McKinnon, 1992, pp. 110-112). The monetary system worked in the set-up of 
administratively closed economies (which resulted from the state’s monopoly of 
foreign trade) with multiple exchange rates (often promoting marginal exporters) 
and usually low nominal interest rates, which occasionally turned out to be nega- 
tive in real terms. 

‘The system of two monetary circuits, that is, of disintegrated monetary circu- 
lation, was organizationally supported by a financial system based on the concept 
of a mono-bank. It assumed that all banking transactions (i.e. typical of both 
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central and commercial banks) were carried out by one state institution (or - in 
practice in most countries — by a few non-competing banks, usually one of them 
operating in the area of foreign trade) directly controlled by the central planner 
(planning commission and finance ministry). Therefore, the socialist monetary 
system lacked internal economic mechanisms that could restrict money creation 
(Polanski, 1991). Given strong bargaining mechanisms embedded in the institu- 
tional framework of the socialist systems and administratively controlled prices, 
these economies revealed a tendency to a permanent monetary disequilibrium 
visible in such phenomena as the sellers’ market, shortages (often coupled with 
administrative rationing), and consumers’ forced savings (their strong accumula- 
tion became known as ‘monetary overhang’) (Beksiak and Libura, 1969; Kornai, 
1971; Kornai, 1980). 

In other words, socialist economies were characterized by long-term 
suppressed inflation. Of course, it was accompanied by an open inflation on the 
consumer market in the form of hidden price rises, higher prices in its uncon- 
trolled segments (black markets included), and occasional administrative price 
increases. With some liberalization of the socialist system (which started in many 
states in the 1980s), including in the area of wage-price setting, a gradual inte- 
gration of monetary circulation took place, and suppressed and open inflation 
became more intertwined. This gave rise to a price-wage spiral accompanied by 
increasing shortages and a very large monetary overhang in such countries as, 
for example, Poland (Polanski, 1986). There, in 1988, the open consumer price 
inflation surpassed 70 per cent; reaching as much as 640 per cent in the following 
year.! 

The traditional socialist financial system described above was already chal- 
lenged in the 1950s when Yugoslavia introduced a two-tier banking system 
involving a more traditional central bank and republic-level, collectively owned, 
commercial banks (Bonin et al., 2014, p. 7). However, since the economic system 
lacked clearly defined property rights and developed financial markets, this organ- 
izational difference was not of crucial importance. The distinctive Yugoslavian 
system likewise revealed the strong tendency to monetary disequilibrium, albeit 
to a larger extent than in traditional socialist economies visible in an open infla- 
tion (as prices and wages were more flexible and monetary circulation was more 
integrated). In 1988, the Yugoslavian consumer price increase surpassed 100 per 
cent, while in the following year it reached 2,700 per cent. 


3 Early transition and stabilization programmes 

Throughout the initial stage of transition, attempts to ensure monetary stability 
had to be part of the general transformation of economic systems. This was inevi- 
table because, as mentioned above, the inflationary disequilibrium was deeply 
embedded in the socialist system’s institutional framework. Changing the role of 
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money and conducting credible anti-inflationary policies thus implied an early 
creation of a new banking system (ie. a two-tier one, which separated central 
banks’ functions from those of commercial banks) and further deep changes 
in the institutional structure of the economy (most importantly, the enlarge- 
ment of property rights) which, among other outcomes, resulted in the hard- 
ening of budget constraints. This was achieved after political changes that led to 
the creation of post-communist governments and to the implementation of the 
so-called heterodox stabilization programmes. Those policies aimed not only at 
price stability, but also at a broader set of goals (liberalization, both internal and 
external, privatization, and so on). 

The move away from the mono-bank system towards a two-tier one was 
usually commenced before the introduction of stabilization programmes. For 
example, Hungary conducted its banking reform in 1987 (while the stabilization 
programme was implemented in 1991) and Poland in 1989 (while its stabilization 
programme started in 1990). In practice, new central banks were created by trans- 
ferring commercial activities to newly created, initially state-owned, entities. The 
establishment of two-tier banking systems with truly independent central banks 
and an advanced private commercial banking sector with operating financial 
markets proved to be a longer-term endeavour, though. In some cases this process 
can be considered as uncompleted yet; for example, Russia is the case where the 
largest commercial bank (the Sberbank) is still directly controlled by the central 
bank, the latter being its majority shareholder and the supervising institution of 
the banking system at the same time. Similarly, in the People’s Republic of China 
(China shortly in what follows) or Vietnam major banking reforms are still an 
on-going issue. 

During early transition, the main strategic dilemma, involving important 
consequences for monetary stability, was the choice of the speed of the introduc- 
tion of market mechanisms (‘marketization’), that is, the choice had to be made 
between a gradual implementation of market mechanisms (‘gradualism’) and 
a ‘shock therapy’ (also known as ‘big-bang’ or ‘cold-turkey’) - an approach in 
which the attempt was made to quickly introduce incentives typical to the market 
system (Clague, 1992, pp. 7-8). Under both strategies monetary policy aimed at 
controlling credit and money supply (that is trying to definitely break up with the 
passive role of money of the socialist era), while in many cases at the same time 
strictly controlling exchange rate developments, all these undertaken in order to 
bring inflation under control. 

In the very early 1990s basically only two countries followed gradualist poli- 
cies: Hungary which already started its reforms by the late 1960s and China which 
did so in the late 1970s (emulated subsequently by Vietnam). The vast majority of 
other transition countries followed initially the shock therapy approach (albeit 
in this group of countries there were a few that experienced its clearly milder 
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version, as for example was the case with Czechoslovakia). The leading country in 
this respect was Poland, which launched the International Monetary Fund (IMF) 
supported stabilization programme on 1 January 1990, although it was preceded 
by Yugoslavia which began its programme two weeks earlier (Coricelli and de 
Rezende Rocha, 1991). However, due to its disintegration and the outbreak of war, 
both Yugoslavia and the following Serbia (together with some countries of the 
region) went through a long period of strong inflation (outright hyperinflation in 
some cases included) before adopting new currencies. 

From the monetary stabilization perspective, Poland’s 1990-1991 programme 
assumed seven stepping stones: (1) further (and definitive) price liberalization, 
(2) credit and money supply control, (3) significant fiscal deficit decrease together 
with a substantial reduction of the role of central bank in its financing, (4) liber- 
alization of interest rates with the assumption that they would quickly reach posi- 
tive values in real terms, (5) tax-based incomes policy allowing for the control of 
state enterprises’ wage funds, (6) devaluation and fixing the Polish currency - the 
zloty vis-a-vis the US dollar (administrative hard peg), so that the exchange rate 
could act as a nominal anchor for price stability, and (7) foreign trade liberaliza- 
tion combined with limited convertibility of the zloty (restricted to a part of the 
current account transactions). That is, the zloty was not traded internationally 
(so-called ‘internal’ convertibility). 

Other Central European countries followed largely similar IMF stabiliza- 
tion programmes, although there were some minor differences (Bruno, 1994); 
for example, due to very low foreign exchange reserves, Bulgaria and Romania 
initially adopted freely floating exchange rates while Latvia and Lithuania decided 
to implement managed float regimes in the beginning. Essentially the same can 
be stated about Russia and the other Commonwealth of Independent States (CIS) 
countries” though the disordered collapse of the rouble zone and the introduction 
of national currencies was a notable peculiarity. 

All countries following the shock therapy were able to reduce their inflation 
rates after the initial correction. The price shock (e.g. in Poland in 1990, consumer 
prices increased by nearly 250 per cent while it was originally assumed that infla- 
tion would reach maximal 95 per cent) was not only the result of miscalculations 
in the programme design (with the benefit of hindsight it appears that the zloty 
was too deeply devalued). It also stemmed from inherited monetary disequilibria 
(large monetary overhangs) and distortions (there was a need to restore market- 
type relative prices) both of which made the move from suppressed to open infla- 
tion so painful. In countries which disintegrated (Yugoslavia and the Soviet 
Union), these processes were much more complicated and lasted much longer 
(in Russia the inflation rate reached more than 2,500 per cent in 1992 and still 
exceeded 800 per cent in 1993, while such countries as Armenia and Ukraine 
experienced consumer inflation rates of above 10,000 per cent). 
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A very special case in the group of countries which opted for the shock therapy 
was the German Democratic Republic (GDR). On 1 July 1990, that is three months 
before final formal German unification, the GDR adopted the (West) German 
mark, forming a monetary union with the Federal Republic of Germany (Streit, 
1999). Thus, it already embraced the stability-oriented monetary policy of the 
Bundesbank in mid-1990. 


4 Newstrategic choices 
Further monetary stabilization efforts in transition countries, in fact similarly as 
in most emerging and advanced countries given the global tendency to capital 
flows liberalization since the 1980s, can be analysed within the framework of the 
so-called ‘impossible trinity’ theorem (also known as ‘macroeconomic policy 
trilemma’ or ‘Mundell’s triangle’) (Mundell, 1963; Obstfeld and Taylor, 1997). It 
states that perfect (interest rate-sensitive) capital mobility, fixed exchange rate 
regimes, and independent (sovereign) monetary policies (that is under which 
interest rate policy solely focuses on achieving domestic targets) are jointly 
incompatible. Due to the interest arbitrage the government (or the central bank) 
can only adopt two out of these three elements. As the experience has repeatedly 
shown, if this principle is not adhered to, a country is in danger of serious mone- 
tary instability, particularly exchange rate instability and currency crisis. 

With respect to the above, Figure 5.1 shows that monetary stability can be only 
preserved when: 


1. monetary autonomy (sovereignty) and exchange rate stability are accompa- 
nied by full capital controls, 

2. monetary autonomy and full financial integration are complemented by a 
freely floating exchange rate; 


whereas 


3. under full financial integration exchange rate stability is to be preserved only 
when a monetary union (or similar hard peg arrangement) is in place, that is, 
in the absence of the sovereign monetary policy; in this third case the given 
country ‘imports’ other countries’ monetary policy (or shares it in a monetary 
union). 


Transition countries during their development experienced a sequence of events 
which can be interpreted in the logic of the principle of the impossible trinity. 
When departing from socialist systems, these economies were subject to full (or 
nearly complete) capital controls; this allowed the exchange rate to successfully act 
as a nominal anchor while conducting anti-inflationary policies. However, over 
time, as capital liberalization progressed and so its mobility increased, transition 
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Full capital controls 


Monetary autonomy Exchange rate stability 


Pure float ; a ; Monetary union 
Full financial integration 
Figure 5.1 The principle of the impossible trinity 
Source: Frankel (1999). 


countries faced a tough dilemma: either to float the exchange rate (and preserve at 
least some autonomy over their interest rates) or unconditionally fix the exchange 
rate at the expense of the loss of monetary sovereignty. 

To achieve and preserve monetary stability, some countries followed the latter 
approach. After the initial burst of strong inflation (e.g. in 1992 in Estonia it 
amounted to above 1,000 per cent) they opted for a currency board arrangement 
(CBA) or another tightly pegged exchange rate regime. This was the case of the 
three Baltic countries which (together with the Czech Republic) rapidly liberal- 
ized their capital flows (Arvai, 2005). Estonia already adopted the CBA (together 
with conducting a monetary reform) in 1992 (Sepp et al., 2002, p. 330), while 
Lithuania adopted the CBA in 1994 (in the first case, the anchor currency was the 
German mark followed by the euro in 1999; in the second, the US dollar followed 
by the euro in 2002). Unlike these countries, Latvia in 1994 adopted a hard peg 
of its currency to the Special Drawing Rights (SDR) currency basket and in 2005 
re-pegged it to the euro. Not surprisingly all these countries relatively quickly 
achieved price stability (second half of the 1990s) and subsequently joined the 
euro area (Estonia in 2011, Latvia in 2014, and Lithuania in 2015). 

In the three above mentioned countries, the adoption of currency boards and 
the hard peg was initially mainly motivated by the need to break strong infla- 
tionary expectations which developed after the collapse of the Soviet Union. This 
was not exactly the case with two other CBAs implemented in transition coun- 
tries. Namely, in 1997 both Bulgaria and Bosnia-Herzegovina adopted such an 
institutional solution as well. In the first case, it was motivated by a financial 
crisis and general macroeconomic instability, including for a while an inflation 


Monetary Stabilization 99 


rate reaching hyperinflationary levels (Beck et al., 2003, pp. 7-8). In the second 
case, the CBA was a tool for transition from three currencies to a single currency 
in a framework of post-war reconstruction and social and political instability 
(Silajdzic, 2005, pp. 53-54). 

Two other countries from the post-Yugoslavian dinar area, Kosovo and 
Montenegro, followed a similar but at the same time different approach to solve 
the trinity problem since they chose to go for complete dollarization (or rather 
euroization). These two countries decided not to introduce their own currencies, 
but opted for a unilateral adoption of the German mark in 1999. Their direct 
motivation was to quickly achieve monetary stability while being politically and 
economically set apart from Serbia. In 2002, they unilaterally adopted the euro as 
their official currency (Winkler et al., 2004, pp. 40-42). 

The aforementioned countries approached the impossible trinity problem 
by giving up their monetary policy sovereignty. On the other extreme, another 
group of countries moved to floating exchange rate regimes while usually (the 
Czech Republic, as already said, an exception) gradually increasing their open- 
ness to capital flows and thus making their currencies fully convertible. In the 
case of the Czech Republic, the final decision to opt for this solution was made in 
the aftermath of a currency crisis: after the spring 1997 currency crisis it floated 
the currency and adopted inflation targeting (IT in what follows) as its monetary 
strategy. Hungary followed a similar path, although in this case the process of 
adopting IT and a floating exchange rate regime was finally completed only in 
2008 after a few speculative attacks against its currency (Stone et al., 2009, pp. 
43-45). However, in other countries it was rather a smooth process of exchange 
rate floatation and increased capital mobility (Poland in the second half of the 
1990s; Slovakia, Romania, and Albania in the 2000s). Countries that followed 
this approach gradually reached monetary stability by their domestically focused 
central banks’ policies as well as shock absorber qualities of the floating exchange 
rate regimes in the early or mid-2000s, achieving before the EU accession infla- 
tion rates comparable to that of the EU countries. For example, in Poland the 
disinflation process, which started with the 1990 stabilization programme, ended 
in 2002-2003, that is, just before its EU accession (which took place, together 
with other seven transition countries, in May 2004°). After achieving monetary 
sovereignty, these countries naturally delayed the euro adoption, with a notable 
exception of Slovakia which already became a member of the common currency 
area in 2009. 

During the international financial and economic crisis that evolved after 2007, 
some changes in the IT framework occurred, in particular on its operational side. 
Attempts to introduce new monetary policy instruments were made, although 
they never became the sort of unconventional tools used in some advanced coun- 
tries recently. As exchange rates showed considerable volatility, central banks 
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with freely floating regimes started to intervene on the foreign exchange market, 
as was the case with the occasional interventions in Poland (2010-2013) or the 
Czech Republic (since 2013 — see Section 6). Other IT countries like Romania and 
Albania continued to intervene in the foreign exchange market. 

The above two corner solutions to the impossible trinity problem, however, do 
not exhaust all options available in practice. As a matter of fact, many transition 
countries have followed a different path, that is, they opted for hybrid (or eclectic) 
monetary policies. Under these regimes countries have combined partial capital 
liberalization (with reversals) often accompanied by heavily regulated exchange 
rates and attempts at conducting sovereign monetary policies. In this group of 
countries inflation performance has greatly varied (both across countries and 
time), as similarly as their exchange rate stability. (See also Fritz and Miuhlich, 
2015 in this Dictionary.) 

Before we proceed, a special case in this group must be mentioned. Slovenia 
after seceding from Yugoslavia (mid-1991) began a policy which evolved into a 
system combining slowly increasing capital liberalization (finished in 1999) with 
gradual depreciation ofits currency (the tolar), and a relatively autonomous mone- 
tary policy. Since the early 2000s, the rate of the tolar’s depreciation, which was 
set administratively, was subject to the spread of domestic interest rates vis-a-vis 
its main trading partner’s rates (the euro area) to hinder the interest arbitrage. 
As a result, the disinflation process under a partially autonomous interest rate 
policy and continuous currency depreciation lasted slightly longer than under 
the CBA, unilateral euroization, or consistently introduced IT strategy. On the 
other hand, this policy became very successful in the sense that Slovenia was not 
subject to any currency crisis and was the first transition country to join the euro 
area (2007). 

Transition countries which did not aim at the EU accession (and consequently 
were not obliged to implement full freedom of capital movements and adopt the 
euro at a later stage) followed — as it will be evident in a moment - less sophisticated 
hybrid policies. In this group, two important cases can be distinguished: first, 
Russia together with other CIS countries and second, China (and Vietnam). 

After experiencing a very high inflation in the first half of the 1990s, Russia 
and the remaining CIS countries tried to combine money supply targeting and 
exchange rate control in the framework of highly liberalized capital flows (on 
Russia, see Esanov et al., 2004, pp. 3-5; on other CIS countries, see Dabrowski, 
2013). This eclectic policy, accompanied by large fiscal deficits, resulted in the 
currency crisis of 1998. Consequently, inflation again increased (Russia’s rate of 
inflation exceeded 80 per cent in 1998, while in Belarus it surpassed 250 per cent 
in 1999). In the course of the crisis, capital liberalization was partly reversed and 
monetary policy returned to its previous hybrid form while inflation gradually 
declined to single digits in the CIS countries. 
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Starting in the early 2000s, however, Russia decided to overhaul its monetary 
policy and set a long-term aim of adopting the IT framework. In the mid-2000s, 
the exchange rate mechanism was modified and based on two different currency 
baskets where current market exchange rate fluctuations had been subject to a 
band around a bi-currency basket (the US dollar and the euro) (Polanski and 
Winkler, 2008, pp. 17-18). This system evolved over time allowing for more 
exchange rate volatility and the reduction of foreign exchange interventions. 
The effectiveness of such policies for inflation control has been fairly moderate, 
though: in the current decade, Russia’s annual rate of inflation remained almost 
permanently above 6 per cent. 

The Russia-Ukraine 2014-2015 conflict resulted in, among other things, a 
currency crisis that forced both countries to float their exchange rates: Russia did 
so in November 2014, Ukraine in February 2015. Both countries also became more 
explicit about adopting the IT strategy.* Russia continued with foreign exchange 
interventions, however, while Ukraine returned to some capital controls. In both 
countries, inflation rates again reached double-digit figures, and interest rates 
were strongly increased. The contagion effect of the currency crisis has been 
observed as it spread across the CIS region (Dabrowski, 2015). 

When summarizing money management experience in the CIS countries, it 
must be stressed that, until recently, all of them have run hybrid policies with 
moderate success (Dabrowski, 2013, pp. 41-48; Dabrowski, 2015, p. 11). However, 
some of these countries committed to adopt the IT framework in the near future: 
Russia as already been mentioned, but also Armenia®*, Kazakhstan (Stone et al., 
2009, p. 48-50) and Moldova’, and currently out of the CIS group, Georgia’ and 
Ukraine. 

While Russia and most other CIS countries have often faced serious problems 
with monetary stabilization, this was not the case with China. It has basically 
stabilized the price level since the second half of the 1990s, experiencing occa- 
sional mild deflation at the turn of the century. This happened despite a two digit 
yearly growth of the money supply which suggests that a strong process of mone- 
tization (see next Section) of the economy has been in place. 

The Chinese monetary policy has been also a hybrid one (Ma and McCauley, 
2007; Reade and Volz, 2010), but it has been conducted much more carefully 
than in the CIS countries. Its annual targets refer formally to inflation (set 
by the government) and the growth of the money supply (the pace of the two 
declining this decade). Both capital and exchange rate liberalizations have been 
implemented very gradually; in fact until now the presence of administrative 
controls is noticeable. Portfolio flows are still highly restricted in China and 
the exchange rate is fixed, although since the mid-2000s it is subject to a peg 
(crawl-like) mechanism vis-a-vis a trade-weighted basket of currencies with a 
trading band (which in March 2014 expanded from +1 per cent to +2 per cent). 
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These cautious policies paid off: the country has not experienced any currency 
crisis while its inflation rates reached lower single digit levels, and its long-term 
economic growth achievements are well-known. Also, the Chinese currency 
(the renminbi) gradually evolves to an international currency (ECB, 2013, pp. 
44-51; ECB, 2014, pp. 32-33), this being another indication of the achieved 
monetary stability. 

A deeper issue is why China (and Russia) opted for an intermediate solution 
to the impossible trinity problem. This can be explained, at least partly, by their 
attempts to promote economic growth by encouraging exports (so-called ‘new 
mercantilism’) as current account surpluses are expected to lead to appreciation 
pressures on domestic currencies. Liberalizing capital movements in this context 
would only exacerbate the problem, possibly resulting in sudden stops phenomena 
(as indeed have happened in Russia and some other CIS countries). 


5 Monetary policy implementation problems 

The introduction and conduct of most of the above monetary strategies have 
been accompanied by significant problems and resulting challenges. Before going 
further, it is worthwhile stressing that many advanced economies and some 
emerging countries have faced most of them in earlier stages of their development 
as exemplified by the challenges accentuated by the impossible trinity concept. 

With an element of subjectivity, these problems and challenges can be divided 
in two broad groups. First, challenges arising from the macroeconomic circum- 
stances in which these strategies have been implemented. Second, challenges due 
to the institutional circumstances, mostly the initially very rudimentary financial 
systems. 

In the first case the most important challenges are the outcomes of the fact that 
transition economies attempt to catch up with the advanced ones. There are at least 
three direct consequences of this: (1) an increase in the so-called ‘monetization’ 
of the economies, (2) a phenomenon explained mostly as the Balassa-Samuelson 
effect, and (3) usually higher interest rates than in advanced countries. 

Monetization refers to the level of money demand (or - in other words - to 
an inverse of the income velocity of money) typical of an economy. In practical 
terms it is usually captured by the ratio of a monetary aggregate to the nominal 
GDP. Despite the monetary overhangs in many late socialist economies, these 
ratios were usually very low, in particular when compared to the ones in devel- 
oped countries. Such levels of monetization were mostly due to the aforemen- 
tioned passive role that money had played in the socialist system and its resulting 
low credibility as a medium of exchange and as a store of value. As the transition 
started, new financial institutions and markets were created (the two-tier banking 
system, etc.), and the economies began to grow while forced savings disappeared. 
In this constellation, monetization started to increase sharply (e.g. in Poland the 
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corresponding M3/GDP ratios were in 1996, 33 per cent, while in 2013, nearly 
60 per cent). This growth, however, was not a linear one, implying in practice 
that money demand function estimates were unstable most of the time. Thus, it 
contributed to the instability of the monetary transmission mechanism, that is, 
the relationship between central banks’ interest rates and principal macroeco- 
nomic variables. This has clearly created problems for the conduct of monetary 
policy, either its hybrid variant with money supply control at its (official) centre, 
or other strategies. 

The Balassa-Samuelson phenomenon (Balassa, 1964; Samuelson, 1964) is visible 
in economies with above-average productivity growth. In such a case, changes in 
the trend in productivity of different countries result in the appreciation of the 
real exchange rate of the local currency (Bofinger, 2001; De Grauwe, 2005, pp. 
157-159). This appreciation can take place either through a higher rate of infla- 
tion (when a pegged or managed exchange rate regime is in place) or through the 
nominal appreciation of the local currency (when a floating regime is in place). 
The existence of such a trade-off is particularly important for countries wishing 
to join the euro area because of the price stability and exchange rate criteria that 
need to be met to qualify for participation in the currency union. In transition 
countries the Balassa-Samuelson effect has been usually estimated empirically 
as up to two percentage points of annual inflation differentials (Mihaljek and 
Klau, 2003) or as up to 3 per cent of yearly inflation rate and real exchange rate 
appreciation (Blaszkiewicz et al., 2004, p. 9). One of the important results of this 
growth-induced pressure on inflation is not only that inflation in transition (and 
other emerging) economies is usually higher than in advanced countries, but also 
that inflation targets are usually set at a higher level than in the latter economies 
(that is above the typical 2 per cent annual growth of the CPI). 

Another important consequence resulting ultimately from the growth 
pattern aiming at catching up with advanced economies is the higher level of 
interest rates in transition (and other emerging) economies than in the former 
ones. These rates are higher both in nominal terms and also after accounting 
for inflation, that is, in real terms (Bodys and Czaplicki, 2014). The hypothesis 
that attempts to explain this phenomenon is linked to the concept of the natural 
(or neutral) rate of interest (Wicksell, 1898). It states that in countries with low 
capital stock and strong investment, there is a need for the real equilibrium rate 
(i.e. the natural interest rate) to be higher than in countries where capital is abun- 
dant and its marginal rate of return is lower. In economies open to capital flows, 
factors shaping the natural rate also include the scale of capital liberalization as 
well as the risk premium (Archibald and Hunter, 2001). Given these factors it is 
obvious that the natural rates (and consequently the policy rates of central banks) 
differ both among countries and in time. For example, in the 2000s decade until 
the great recession of 2009, the natural interest rate for Poland was estimated 
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at 3.5-4.0 per cent (a decline from the 4.6-5.0 per cent level of the 1998-2003 
period) while in the Czech Republic it stayed for a much longer time at the level 
typical of advanced countries (2-3 per cent) (Brzoza-Brzezina, 2006, 2011). 

The usually higher interest rates in most transition countries than in advanced 
ones has had an important impact on domestic monetary policies. With the full 
capital flows liberalization linked to the EU accession prospects many countries® 
in the second half of the 2000s witnessed a strong expansion of bank loans in 
foreign currencies (often denominated in euros and Swiss francs); essentially the 
same happened in Vietnam. This reduced the effectiveness of their central banks’ 
policies and negatively contributed to the stability of their financial systems 
by creating important currency mismatch problems for households and banks 
(Brzoza-Brzezina et al., 2010; Hake et al., 2014; Camen, 2006, p. 243). The reduc- 
tion of foreign exchange loans (and the related risks) has become an important 
policy goal in most of these countries during recent years. 

The second group of problems faced by central banks during transition 
encompasses mainly operational issues resulting mostly from the initially very 
rudimentary, albeit usually quickly developing, financial systems in which they 
had to operate. This legacy of the former socialist system has caused not only 
the initial absence of market-based monetary policy instruments, but also a non- 
transparent and ineffective monetary transmission mechanism. 

Such a situation was additionally made difficult by the ‘bad loan’ problem, that 
is, the emergence of non-performing loans, particularly visible at the time of the 
creation and development of the commercial banking sector. These loans were 
either the inheritance of the socialist system or newly created, most often after 
the stabilization programmes. (In many transition countries the bad loan issue 
returned in the 2010s as a result of the impact of the international financial and 
economic crisis; see Tomann, 2015 in this Dictionary). 

Under these circumstances, at the early stages of transition central banks had 
to rely on administrative instruments (often labelled as ‘direct’ instruments) 
and reserve requirements. Such administrative tools are controls (ceilings and 
floors) on market interest rates and on credit allocation as well as moral suasion. 
In countries aiming at joining the EU, these instruments were quickly replaced 
by market (or ‘indirect’) tools; in their cases, this process usually took place in 
the first half of the 1990s (for the Polish experience, see Ugolini, 1996). In other 
economies, the process of moving from direct to indirect instruments was much 
slower; in countries like China and Vietnam, administrative controls on interest 
rates and credit allocation still play a major role (for the Vietnamese experience 
see Camen, 2006, pp. 235-238, and Bhattacharya, 2013, p. 18). 

During transition, minimum reserve requirements played an important role. 
‘They are set administratively; however, their impact assumes a market-type reac- 
tion of commercial banks. In the environment of underdeveloped money markets, 
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reserve requirements became very popular, their ratios often reaching two digit 
levels (while the reserves themselves being unremunerated). Such extremely high 
(compared to developed countries) ratios did not only result from the absence 
of effective central bank indirect instruments, but also from the excess liquidity 
of the banking sector as a whole in some transition countries (China, the Czech 
Republic, Romania, Poland, etc.). In other countries, the reason for high reserve 
requirement ratios was either the currency board arrangement framework or 
high levels of dollarization. The CBA precludes market type policy tools; thus, 
when felt as needed (chiefly for financial stability reasons), reserve requirement 
ratios were often increased (e.g. in Bosnia-Herzegovina; in Estonia before joining 
the euro area; also in Bulgaria at the end of the 2000s). High levels of deposit 
dollarization also promote the active use of minimum reserve requirements, as 
the Serbian case shows today. 

With the development of financial markets, the role of purely administra- 
tive instruments considerably declined while the role of reserve requirements 
changed. They became rather passive tools, although during the crisis period 
of 2007-2014, their ratios were usually reduced. In countries which joined the 
EU, reserve requirements became low and remunerated, similarly as in the euro 
area. 

As could be expected with the development of financial markets, the role of 
market based instruments clearly increased. Countries that adopted IT and stabi- 
lized their monetary transmission mechanisms rely mostly on open market oper- 
ations and interest rates (usually in the form of a corridor for short-term money 
market rates) when implementing monetary policies. In times of heavy financial 
stress and liquidity problems, central banks in transition economies can offer 
currency swaps (the Bank of Russia started providing them after the 1998 crisis, 
while other countries began offering them later — usually in the second half of the 
2000s decade). Basically, all transition countries’ central banks (with the excep- 
tion of those operating under the CBA) conduct foreign exchange interventions 
or are allowed to do so when necessary, either sterilized or not. 

During socialist times, many future transition countries were characterized 
by large black (that is illegal) markets for foreign currency, this being a sign of 
deep monetary instability. With the start of transition, these markets were legal- 
ized and part of deposits held by local agents became foreign exchange denomi- 
nated. Thus, initially the dollarization phenomenon was part of the rudimentary, 
unstable financial system. In some countries, like Poland in the 1970s and 1980s 
where the black market for foreign currency was highly visible, the high cash and 
deposit dollarization virtually disappeared in the 1990s (on de-dollarization of 
bank deposits in Poland in an international context, see Reinhart and Rogoff, 
2009, pp. 194-195). However, this liability dollarization of the banking sector 
remained in place and developed in some other transition countries, the cases 
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of Montenegro and Kosovo (with complete euroization) being de facto different 
monetary regimes. In countries with partial dollarization such a situation has 
created important problems for their money management since it has allowed for 
currency mismatches and has further complicated the transmission mechanism. 
Data for 2013 show that in countries like Armenia, Belarus, Croatia, Georgia, 
or Serbia, the ratio of foreign currency deposits to total deposits in the domestic 
banking sector still exceeds 50 per cent, making it difficult to conduct monetary 


policy. 


6 Further challenges 

The international crisis since 2007 has posed new challenges to central banks 
and contributed to further evolution of monetary policies, not only in advanced 
economies, but also in many emerging and transition countries. Let us stress here 
three developments in the latter group. 

Firstly, financial stability issues have become increasingly present in monetary 
policymaking. Some central banks re-integrated banking supervision structures 
(e.g. the Czech and Hungarian central banks) and developed financial stability 
analysis units, which should allow for a smoother exchange of information 
between monetary policymakers and supervisors. The crucial issue, however, 
is the development of macroprudential instruments which should supplement 
monetary policy tools when addressing imbalances in financial and real estate 
markets (speculative bubbles). Interestingly, the Chinese central bank has rela- 
tively early started macroprudential policies (Allen and Rogoff, 2011) and has 
been successful in implementing them. 

Secondly, similar to their peers from the advanced world, many transi- 
tion countries’ central banks have broadened their communication capacities. 
Although the activity of some banks continue to be opaque (as is the case of 
the Chinese central bank, for example), many others, mostly in Europe, already 
started developing communication skills in the 1990s, which culminated in the 
publication of conditional inflation forecasts (and related documents such as 
inflation reports; the Czech central bank additionally presenting its interest rate 
forecasts). With the advancement of the international financial and economic 
crisis, this tendency has been strengthened so that forward guidance techniques 
(as it is the case of the Czech and Polish central banks to mention a few) have 
been developed. 

Thirdly, closer to the mid-2010s decade, many central banks from European 
transition economies have faced challenges resulting from prolonged very low 
(below their quantitative targets) inflation and a threat of (or even outright) 
deflation, owing to negative output gaps and falling oil and other commodity 
prices. This called for decisive central bank interest rate cuts leaving interest rates 
at the lowest levels since the transition has started (in the case of the Czech’s 
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central bank, its policy rate reached a ‘technical zero’ already by the end of 2012).’ 
Some transition countries’ central banks responded also by additional meas- 
ures, however, without implementing non-standard tools as did some banks of 
advanced countries (that is quantitative easing). One has to mention here again 
the Czech central bank and its initiative to conduct, in the IT framework starting 
in the autumn of 2013, foreign exchange interventions aiming at weakening the 
local currency (the koruna) and stop it from appreciating above a certain level. 
This has been done to avoid further disinflation (CNB, 2014); however, promoting 
economic growth has been also an issue (OeNB, 2014, p. 28). 


7 Summary and conclusion 
Monetary stabilization has been an important component of economic poli- 
cies during the transition from the socialist era. Achieving and maintaining 
monetary stability has clearly become of crucial importance as countries have 
advanced in building monetary economies, that is, as they have quantitatively 
and qualitatively increased the role of market mechanisms in their economic 
systems. 

To achieve and maintain monetary stability, starting as early as in the late 
1980s, transition countries followed a variety of strategies (monetary regimes). 
Table 5.1 summarizes succinctly the current state of affairs. 


Table 5.1 Monetary policy strategies in transition countries as of early 2015 


Strategy Country (and year of adoption when applicable) 


1 ECB strategy 


1.1 Members of the euro area Slovenia (2007), Slovakia (2009), Estonia (2011), Latvia (2014), 
Lithuania (2015) 
1.2 Unilateral euroization Kosovo (2002), Montenegro (2002) 


2 Currency board arrangement Bosnia and Herzegovina (1997), Bulgaria (1997) 


Inflation targeting (IT) 


3.1. In operation Czech Republic (1997), Poland (1998), Hungary (2001), Romania 
(2005), Serbia (2009), Albania (2010) 

3.2 In process of adopting IT Armenia?, Georgia’, Moldova‘, Russia, Ukraine, Mongolia 

4 Hybrid strategies Belarus, China, Croatia, FYR Macedonia, Moldova, Mongolia, 


Russia and remaining CIS countries, Ukraine, Vietnam 


Note: in Sections 3.2 and 4 some countries are mentioned twice due to their ongoing preparations of 
a change in monetary policy strategies. 

*Formally moved to adopt the IT in 2006. 

> Formally adopted the IT in 2009. 

©Formally adopted the IT in 2013. 


Source: Roger (2010, pp. 26-27), Schmidt-Hebbel (2010, p. 60), Hammond (2012, pp. 18-38), ECB (2014, 
p. 67), Dabrowski (2013, pp. 38-48, and 2015, p. 11) and respective central bank websites. 
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Notes 

Warsaw School of Economics and the National Bank of Poland. The views expressed in this 
essay are of the author and do not represent the position of the above institutions. The author 
thanks P. Backé, M. Brzoza-Brzezina, and R. Kokoszczynski for their comments. All errors 
and omissions are the sole responsibility of the author. 


1. This and further inflation data are 12-month consumer price indices for the end of the 
year, that is, for December on a year-on-year basis. The source of inflation (and other) 
data are respective national authorities. 

2. These are currently Armenia, Azerbaijan, Belarus, Kazakhstan, Kyrgyzstan, Moldova, 
Russia, Tajikistan, Turkmenistan (associate member), and Uzbekistan. Georgia left the 
CIS in 2008, while Ukraine did it in 2014. 

3. The seven countries in question are the three Baltic countries (Estonia, Latvia, Lithuania), 
the Czech Republic, Hungary, Slovak Republic and Slovenia. In January 2007, Bulgaria 
and Romania joined the EU while Croatia did it in July 2013. 

4. For more on Russia, see in OECD (2014a, p. 18, and 2014b, pp. 178-180). For Ukraine see 
for instance National Bank of Ukraine (2015). 

5. Armenia officially moved to adopt the IT framework in 2006 (Schmidt-Hebbel, 2010, 

p. 60). 

6. Moldova officially adopted IT in 2013 (National Bank of Moldova, 2012). 

7. Georgia officially adopted the IT in 2009 (National Bank of Georgia, 2015). 

8. Latvia, Lithuania, Croatia, Serbia, and Hungary being the most prominent examples, 
while the Czech Republic being again a clear outlier. 

9. It was not, however, in the case of Russia and Ukraine which, due to the war conflict and 
the currency crisis, faced again strong inflation and very high nominal interest rates at 
the turn of 2014-2015. 
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Regional Monetary Cooperation in Emerging, 
Transition, and Developing Economies 


Barbara Fritz and Laurissa Muhlich 


Abstract 

This chapter systematically examines the variety of regional cooperation arrange- 
ments in the developing world that range from regional payment systems over 
the pooling of reserves to exchange rate coordination. The main contribution of 
regional monetary cooperation to enhancing the shock buffering ability of its 
member countries is to provide short-term liquidity and to increase regional trade 
and financial links. The potential for shock buffering is dependent on the chosen 
form of regional monetary cooperation. In contrast to full monetary integration 
which is highly demanding in terms of policy coordination, the requirements for 
regional policy coordination are significantly lower, depending on the form and 
aim of regional monetary cooperation arrangements. 


1 Introduction: regional monetary cooperation in emerging, transition 
and developing economies 
Regional cooperation has increased significantly during the last few decades, not 
only economically via increasing South-South trade, but also in monetary and 
financial terms. Varieties of active efforts for monetary and financial cooperation 
can be observed in different parts of the world that range from informal policy 
dialogue, to informal or formal regional policy coordination, regional payment 
systems, regional liquidity sharing mechanisms, regional exchange rate arrange- 
ments, and a formal currency union. In view of the instable global monetary ‘non- 
system’ (Williamson, 1976) which by itself is not sufficiently combatting economic 
volatility (Cohen, 2000), forming regional economic and monetary blocs can be 
understood as a possible response. Against this background, the interest of devel- 
oping countries and emerging markets in regional monetary policy strategies is 
motivated largely by three factors. 

First, under the current conditions of liberalized capital flows and flexible 
exchange rates, developing countries and emerging markets find it particu- 
larly difficult to achieve macroeconomic stability and favourable conditions for 
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economic growth and development. With the breakup of the Bretton Woods 
system in 1973, volatility of international capital flows and exchange rates between 
international key currencies has increased the risk and magnitude of economic 
and monetary shocks. 

Second, the introduction of the euro in the European Union (EU) in 1999 
attracted particular attention in developing countries. The introduction of the 
euro represents the most advanced form of an on-going and ever-increasing 
build-up of regional economic and monetary blocs around international key 
currencies. 

Third, emerging market crises, especially during the 1990s, had a contagious 
element. The unfolding of the Asian financial crisis from its origins in Southeast 
Asia in 1997 to the sharp devaluation of the Brazilian real in 1999 and further 
currency crises and economic downturn in South America and also South Africa 
is telling in this regard. Being tied together through regional contagion of finan- 
cial crises provoked the formation not only of regional monetary arrangements, 
but also of financial market development initiatives. 

At the same time, the ongoing euro crisis seriously puts into question the feasi- 
bility of regional monetary integration without full political integration of the 
member countries. The lack of fully fledged fiscal federalism which limits budgets 
at the regional and local level, but gives room for anti-cyclical policies at the 
central level, especially seems to represent a major obstacle to sustainable growth 
for all member countries. Given the current risk of a break-up of the long-term 
European integration process, this section asks whether developing, transitional, 
and emerging economies should refrain from regional monetary cooperation or 
how each form of the aforementioned arrangements contributes to macroeco- 
nomic stabilization and economic growth of the member countries. 


2 Regional monetary cooperation as a tool for reducing economic 
volatility 

To evaluate a region’s level of economic convergence and its suitability for regional 
monetary integration, conventional theory on regional monetary integration 
lacks an explanation for both the motivation of non-industrialized economies 
and the variety of regional monetary cooperation to be found around the world. 
Standard economic theory on regional monetary cooperation is largely based on 
variants of Optimal Currency Area theory (OCA; Mundell, 1961; McKinnon, 
1963; Kenen, 1969). This literature has been developed within the context of 
industrialized countries’ efforts to join a common currency and a narrow focus 
on optimal allocation rather than macroeconomic stabilization. As such, we do 
not consider the OCA approach suitable for the analysis of potential stabiliza- 
tion benefits of regional monetary cooperation among developing, transitional, 
and emerging economies. This is of particular importance for developing and 
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emerging market economies since their shock buffering abilities are even more 
constrained than those of industrial countries. 

In its first generation literature (Mundell, 1961; McKinnon, 1963; Kenen, 1969), 
OCA theory focused on the trade-offs between the benefits of regional monetary 
integration that result from reduced transaction costs for regional economic 
transactions and the costs of regional economic integration and adjustment that 
result from abandoning flexible exchange rates and sovereignty over monetary 
policymaking. Yet, despite what traditional OCA theory suggests, costs and 
benefits of regional monetary cooperation! (in contrast to full regional monetary 
integration) are different for developing, transitional, and emerging economies 
compared to industrialized economies. 

Incorporating modern exchange rate theory provides the basis for the new 
understanding of the contribution of regional monetary cooperation to macr- 
oeconomic stability. Modern exchange rate theory understands exchange rates as 
asset prices (see Buiter, 2000; Schelkle, 2001) and thus adequately reflects market 
expectations about future exchange rates that may result in potentially destabi- 
lizing exchange rate movements. In contrast to OCA theory, modern exchange 
rate theory allows the study of regional monetary cooperation not with regard to 
its effects on optimal resource allocation, but with regard to the effects on accu- 
mulation and distribution of wealth (Schelkle, 2001). 

Furthermore, in its optimality criteria, OCA theory takes on a static perspec- 
tive: for example, high levels of market integration need to be given to enable 
smooth monetary cooperation and integration. It suggests that intra-regional 
trade in the majority of developing regions is too low to start engaging in mone- 
tary cooperation in a beneficial way. However, second generation OCA literature 
argues that economic convergence and trade integration should not be consid- 
ered static exogenous determinants but dynamically developing, hence endog- 
enous, elements to regional monetary cooperation and integration (Frankel and 
Rose, 1997; Rose and Stanley, 2005). Thus, optimality criteria could be met as an 
effect of the integration process. This holds also for financial and labour market 
integration (DeGrauwe and Mongelli, 2005). 


2.1 ‘The costs of regional monetary cooperation: a redefinition 
Two aspects are essential to consider when analysing the costs of regional mone- 
tary cooperation for developing, transitional, and emerging economies: first, 
coordination and adjustment costs for all member countries compared to autono- 
mous monetary and exchange rate policy, and second, the comparative costs of 
alternative unilateral exchange rate policies. 

First, OCA theory regards abandoning a floating exchange rate, and implic- 
itly monetary policy autonomy, as a major price paid for monetary integra- 
tion. However, due to a higher degree of financial fragility and a lower level of 
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economic diversification, most developing countries are more vulnerable to 
external trade and financial shocks than advanced economies. Such vulnerability 
is related first and foremost to the countries’ exposure to balance sheet effects that 
are sustained by developing countries’ and emerging markets’ inability to indebt 
themselves abroad in domestic currency (see Eichengreen and Hausmann, 2005 
on the ‘original sin’ hypothesis). Thus, many of them dispose of a lower capacity to 
pursue domestic monetary and exchange rate policies in an independent manner, 
compared to most industrialized economies, or have to pursue rather expensive 
unilateral insurance strategies such as the accumulation of high levels of foreign 
reserves to prevent themselves against external financial shocks. 

Hence, the costs of compromizing national monetary and exchange rate 
policy to a bilateral regional monetary cooperation arrangement are less than 
OCA theory suggests in the case of developing countries. In these cases, floating 
exchange rates are a major source of instability that may produce economic and 
monetary shocks, mainly due to real and nominal overshooting. Hence, regional 
monetary cooperation may appear as sacrificing national economic and political 
sovereignty by subordinating national policies to a regional monetary policy. 
In developing, transition, and emerging economies, even to a differing degree, 
giving up policy autonomy touches more on formal rather than de facto economic 
sovereignty. 

Even so, certain costs associated with monetary and further policy coordina- 
tion remain. The main costs associated with policy coordination and economic 
adjustment to regionally set thresholds result from the need to level out economic 
differences with regards to macroeconomic policy frameworks. For example, 
regionally diverging macroeconomic regimes in Latin America considerably 
hinder the establishment of cooperation mechanisms to buffer external shocks, 
in contrast to Southeast Asia. So, beggar-thy-neighbours-policies prevail in Latin 
America and enhance negative spill-over effects in the region. 

With an increasing depth of cooperation or integration, there is a need to coop- 
erate in a broader range of policy fields, not just monetary policy (DeGrauwe, 
2009). This, of course, applies even more to regional monetary integration (in 
contrast to regional cooperation), as the case of the euro zone shows. The euro 
crisis demonstrates the high level of coordination requirements for the case of 
monetary integration (Dullien, et al., 2013). 

Additionally, the argument that flexible exchange rates are not an option 
for the majority of developing countries is sometimes used to defend unilateral 
currency unions, that is, full dollarization.” The main reason put forward is that 
dollarization eliminates the need to defend the exchange rate, thus reducing the 
exchange rate risk to zero. However, the main problem with unilateral monetary 
integration such as full dollarization is that the dollarizing economy entirely loses 
its monetary policy tools, including its lender of last resort function. Even though 
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the monetary policy space of developing, transitional, and emerging economies 
may be thin, with a unilateral monetary integration the subordinating countries 
entirely give up any means of monetary policy intervention. More than that, they 
are required to economically adjust to the anchor key currency issuing economy 
which usually pursues very low inflation rates that bear a high cost of economic 
growth for the anchoring economy. 

Thus the advantage of eliminating currency risk through unilateral currency 
unions where countries abandon their own currency and follow a (regional) leader 
may be more than offset by the loss of - though constrained but still existing - 
monetary policy instruments (Acosta, 2001). In a sense, it may be a policy instru- 
ment for countries that already suffer from very high inflation, experience a de 
facto dollarization, and are at the same time highly integrated economically with 
the country that issues the currency they are taking over. However, dollarization 
should not be seen as general solution for small developing economies (see also 
Polanski, 2015 in this Dictionary). 

In general, coordination requirements and the costs involved fundamentally 
vary depending on the respective forms of monetary cooperation. At the same 
time, the degree of intra-regional asymmetry matters. Differing member coun- 
tries’ economic and financial strength influence the need to cooperate as well as 
the need to adjust economically. These also influence the effectiveness of regional 
mechanisms in terms of reducing economic volatility. 


3 Different forms of regional monetary cooperation schemes 

In face of the repeatedly volatile global economic and monetary conditions, it 
is important to systematically address the question how each form of regional 
monetary cooperation may contribute to reduce macroeconomic volatility and 
buffer exogenous shocks for developing countries and emerging markets. 

The small body of more systematic literature offers various alternative ways 
to classify arrangements of regional monetary and financial cooperation (excep- 
tions are Edwards, 1985, Ocampo, 2006, UNCTAD, 2007). 

The following three forms of regional monetary cooperation can be identified 
according to their respective objectives to influence the behaviour of macroeco- 
nomic variables, such as the nominal and real exchange rate, the nominal interest 
rate, or foreign exchange holdings. 


1. Regional payment systems that provide increased self-insurance by sustaining 
regional trade, 

2. regional liquidity sharing mechanisms that increase self-insurance through 
mutual liquidity provision in periods of balance of payments stress, 

3. regional monetary and exchange rate arrangements that prevent competitive 
intra-regional exchange rate devaluations. 
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In addition, a fourth form of regional monetary cooperation can be identified that 
aims at influencing the behaviour of market participants to achieve greater shock 
buffering capacity: 


4, regional financial market development initiatives that increase domestic and 
regional cross-border financial transactions in domestic, or respectively, 
regional, currencies in order to prevent the destabilizing effects of external 
capital inflows. 


Such systematization, further developed in Fritz and Mihlich (2015), is oriented 
alongside the contribution of the varieties of regional monetary cooperation in 
the developing world to reducing the vulnerability of participating countries. The 
gains in terms of shock buffering as much as the costs of cooperation involved 
vary not only with regards to the form of cooperation. Also, within each coop- 
eration form, the extent to which sovereignty and monetary policy autonomy is 
compromised varies between the member states. For example, smaller member 
countries may incur more give-up of monetary policy autonomy than larger 
member states. Equally, intra-regional deficit countries are likely to be forced 
more to adjust than surplus countries. Finally, as outlined before, the criterion of 
sovereignty is not a clear-cut one when it comes to developing countries that may 
formally lose the sovereignty to exert discretionary monetary policy decisions 
but de facto gain sovereignty in a rule based regional monetary cooperation. It is 
important to note that the different forms of regional monetary cooperation have 
no pre-determined sequencing and are not mutually exclusive. 

While harmonized macroeconomic policy stances contribute to regional macr- 
oeconomic stability, from our point of view, the crucial precondition for reducing 
macroeconomic vulnerability in peripheral developing countries is to achieve 
and sustain a stable and competitive real exchange rate level that contributes to 
reducing external vulnerability. It is under such conditions that the economy 
is able to build up macroeconomic capabilities to buffer external shocks and 
enhance economic growth. 


3.1 Reducing transaction costs of intra-regional trade: regional payment systems 
Besides trade integration schemes such as customs unions, the mechanism which 
directly addresses intra-regional trade is a regional payment system. The objec- 
tive of such a system is to foster trade between member countries by reducing 
the transaction costs of foreign exchange market operations through the use of 
domestic currencies. 

According to Chang and Chang (2000, p. 3), a reduction of foreign currency 
flows and associated transaction costs is realized mainly in two ways. First, 
the number of transactions is reduced to net final settlement at the end of the 
period, while transactions of equal value cancel out. Second, temporary liquidity 
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is provided to the member countries’ central banks, as they allow each other to 
cancel mutual obligations not immediately, but only at the end of the clearing 
period. In effect, an efficiently run regional payment system in its simple version 
may slightly improve the terms of trade for intra-regional trade transactions (see 
Fritz, et al., 2014 on a detailed assessment). 

While such small scale regional cooperation arrangements provide an impor- 
tant learning ground for regional policy coordination beyond intra-regional trade 
(Birdsall and Rojas-Suarez, 2004), they generally represent a small instrument to 
enhance intra-regional trade and thus contribute —- in a modest way - to reducing 
the participating countries’ macroeconomic vulnerability. At the same time, 
regional payment systems can only effectively contribute to reducing a region’s 
macroeconomic volatility if the participating countries are able to design the 
system’s clearing mechanism in a way that reflects macroeconomic shifts of the 
participating countries adequately. To these ends, regional payment systems may 
provide an initial step towards further forms of regional monetary cooperation 
(see Sections 3.2 through 3.4). 


3.2 Enhancing regional shock buffering capacities: regional liquidity sharing 
mechanisms 

Preventing short-term balance of payments problems is another necessary condi- 
tion for buffering volatility. Developing countries have recently exerted consid- 
erable efforts to accumulate foreign exchange reserves, partly as a means of 
self-insurance against shocks. 

Swap arrangements or regional liquidity pooling have strong appeal as more 
efficient ways of self-insurance against short-term liquidity shortages (Ocampo, 
2006) and uncontrolled exchange rate devaluations in periods of massive private 
capital outflows. 

A regional swap arrangement usually consists of bilateral liquidity swap arrange- 
ments between the participating central banks of a region. Alternatively, pooling 
national foreign exchange reserves requires a collective commitment on the part of 
participating countries to a joint regional contract to provide liquidity to member 
countries in times of crisis. As such, regional reserve funds or swap arrangements 
may constitute a flexible tool for reserve provision that can be easier and more 
rapidly accessible than international mechanisms of liquidity provision. 

However, regional self-insurance mechanisms only work as insurance mecha- 
nisms if the pooled resources are not drawn on by all the member countries at 
the same time (Eichengreen, 2006). Further to this, regional liquidity sharing is 
more effective the smaller the member country is as it may benefit relatively more 
in relation to the size of the regional liquidity fund (Eichengreen, 2006). Beyond 
size, surveillance and enforcement rules within regional mechanisms also seem 
to be relevant, as the case of Southeast Asia shows (see below). 
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In all, regional liquidity sharing, when adequately designed, may play a comple- 
mentary role to established international forms of liquidity provision through the 
International Monetary Fund (IMF) (Henning, 2011). On the one side, compared 
to international liquidity provision, it provides a comparatively small framework 
for regional self-insurance; on the other side, with a mechanism properly set up, 
it is readily available and can be better enforceable than larger funds available on 
the international scale. 

In contrast to most other forms of regional cooperation arrangements, regional 
asymmetries are beneficial to regional reserve pooling since the participating 
countries’ demand for liquidity should differ in time in order to avoid simulta- 
neous drawings which would exceed the volume of foreign exchange available 
(Imbs and Mauro, 2007). Regional liquidity sharing may be adopted even at a low 
level of regional macroeconomic coordination. 


3.3. Monetary and/or exchange rate cooperation 

Regional cooperation needs to give particular attention to the prevention of regional 
contagion and to internalizing the external effects of domestic macroeconomic 
policies on regional partners (Akyiiz, 2009; Ocampo, 2006; UNCTAD, 2009). 

Unilateral currency devaluation and deflationist policies trigger contagious 
effects to other countries of the region. First, due to hoarding behaviour based 
on insufficient information of investors, devaluation of one currency within a 
region increases expectations of devaluation of other currencies in the region, 
thus triggering sudden stops of capital inflows and outflows and the spreading 
of a financial crisis in the region. Second, restrictive domestic policies following 
currency devaluation produce restrictive effects on regional partners through 
direct trade and financial links in the region: falling demand and changes in the 
direction of financial flows due to higher yields in the adjusting economy create 
a deflationary effect on other countries within the region. Deleterious effects 
of ‘beggar-thy-neighbour’ policies increase with the depth of regional market 
integration already achieved if the monetary and overall macroeconomic coop- 
eration is not enforced sufficiently to protect economic integration. However, 
even in regional blocs that have rather low levels of economic integration, but 
whose members have similar production structures, currency devaluation in one 
country will give rise to competition for export earnings and for foreign direct 
investment, and hinder deeper economic integration. 

Regional bilateral monetary cooperation can range from policy consultation to 
explicit coordination of exchange rates and other monetary policy fields. Its aim 
is to internalize, at least partially, the externalities of national macroeconomic 
policies on regional neighbours. 

Regional exchange rate coordination can take various forms, starting with 
ad hoc consultations on exchange rate policy, over intermediate forms of 
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coordination like exchange rate bands that may develop into a regime of intra- 
regionally fixed exchange rates. The crucial role of regional monetary coopera- 
tion in the form of a coordinated exchange rate policy is to mutually enforce 
regional trade and financial integration and to put an end to shock-induced large 
nominal exchange rate depreciations as well as to ‘beggar-thy-neighbour’ poli- 
cies reactions to such shocks. As such, regional exchange rate coordination may 
provide a way to achieve stable intra-regional and competitive extra-regional 
exchange rates to sustainably enhance a region’s economic growth and prevent 
major financial crises. 

All in all, each of the discussed forms of regional monetary cooperation 
provides learning grounds for further regional monetary cooperation efforts 
(Birdsall and Rojas-Suarez, 2004). By cooperating in different policy fields, such 
as regional trade or liquidity provision, the degree of macroeconomic coopera- 
tion and coordination can be expected to increase through a process of mutual 
reinforcement. 


3.4 Development of regional financial markets 

In most developing countries, net foreign currency debt and the lack of long-term 
financial instruments causes exposure to balance-sheet effects that increase the 
risk of currency, debt, and financial crises. This risk is exacerbated by the fragility 
of their financial markets, due to a lack of sufficient size, diversification, capi- 
talization, and liquidity compared with the more advanced financial systems of 
industrialized countries (Aghion et al., 2009). Such weaknesses threaten to under- 
mine macroeconomic development, as financial crises are associated with short- 
term disruptions to economic growth and long-term loss of economic output (e.g. 
see Bordo et al., 2009). Preventing financial crises may thus be understood as a 
contribution to overall macroeconomic stability. 

Small developing countries lack sufficient scale to enable the development of 
mature, diversified, and liquid financial markets to achieve longer lending matu- 
rity and reduce foreign currency borrowing. At the same time, international 
financial markets tend to have a low level of confidence in the domestic currencies 
of developing, transitional, and emerging economies compared with key currency 
economies. Hence, the majority of developing, transitional, and emerging coun- 
tries depend on external borrowing (see Polanski, 2015 in this Dictionary). 

One option for developing countries is to avoid dependence on costly foreign 
finance by fostering bond market development. Such strategy has received atten- 
tion within regional cooperation mechanisms. Creating regional financial markets 
through a regional expansion of issuance and demand for local currency bonds 
(LCBs) represents a more demanding, but at the same time highly promising, 
strategy for enhancing financial development and providing financial stability 
(see Borensztein et al., 2008). 
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Regional financial markets can be developed in two major ways that comple- 
ment each other: first, through a regional financial institution that is in a posi- 
tion to take on a market-maker role to bridge the gap between international and 
regional financial markets (Birdsall and Rojas-Suarez, 2004) and second, by 
jointly creating a regional market for LCBs through the provision of the neces- 
sary infrastructure and funding at a regional level. The larger the size and more 
diversified the nature of regional financial markets, the easier it will be to create 
primary and secondary markets for LCBs, provided that regional financial regu- 
lations are established along with enforcement mechanisms. 

Regardless of its level of sophistication, any initiative for the development of a 
regional financial market is less costly and more effective the less volatile and the 
less divergent the regional exchange rates. Diverging regional nominal and real 
exchange rates quickly distort market confidence and predictability of prices, and 
as such, endanger intra-regional trade and financial flows. 


4 Examples of regional monetary cooperation in developing, 
transitional, and emerging economies 


4.1 Regional payment systems 

Regional payment systems exist in almost all parts of the world (see Fritz et al., 
2014 on a detailed assessment). There exist long-standing arrangements, such 
as the Agreement on Reciprocal Payments and Credits (CPCR - Convenio de 
Pagos y Créditos Reciprocos) in the framework of the Latin American Integration 
Association (ALADI) and the Asian Clearing Union (ACU). More recently, Latin 
America has set up three payments systems, with rather divergent goals and 
outcomes: the System of Payments in Local Currency between Argentina and 
Brazil (SML), the Latin American Sistema de Interconexion de Pagos (SIP), and the 
Unified System for Regional Compensation among ALBA members (SUCRE) 
(UNCTAD, 2011). 

Out of those, the CPCR is the longest standing existing arrangement. It was 
established in 1966 as the first mechanism of its kind in Latin America. It serves 
to reduce transaction costs through settlement of intraregional trade in domestic 
currency at the firm level and provides temporary liquidity during a clearance 
period at the end of which net amounts of all credits are settled multilaterally 
in dollars. The CPCR has reduced transaction costs in intra-regional trade, in 
particular during the debt crises of the 1980s. Since the 1990s the use and effec- 
tiveness of the CPCR has declined significantly. The CPCR has not been able 
to keep up with the expansion of intra-regional trade since the mid-1990s. For 
example, intra-regional trade within the free trade agreement of MERCOSUR 
(see below) was conducted without making use of the CPCR. While the share 
of intra-regional trade channelled through this mechanism amounted to an 
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average of almost 90 per cent of total regional trade transactions in the 1980s, 
it has remained below 10 per cent since the mid-1990s. Beyond this, the incen- 
tives to use the CPCR developed asymmetrically among the members since more 
and more diverging creditor and debtor positions developed between the largest 
member countries. 


4.2. Regional liquidity sharing 

Regional liquidity sharing arrangements can be found in Asia and Latin America.* 
The longest standing existing arrangements are the Latin American Reserve Fund 
(Fondo Latinoamericano de Reservas, FLAR) (Imbs and Mauro, 2007; Ocampo 
and Titelman, 2010; Titelman et al., 2013) and the Arab Monetary Fund (AMF) 
that are comparatively small in volume but frequently used by their member 
countries. 

Currently, probably the most popular regional liquidity sharing arrange- 
ment is the Chiang Mai Initiative Multilateralization (CMIM) (Sachs et al., 2010; 
Volz, 2013). It was initially set up as a network of bilateral swap arrangements 
in 2000 among the member states of the Association of Southeast Asian Nations 
(ASEAN) and its plus-three partner countries of China and South Korea and 
Japan (ASEAN+3) as the so-called Chiang Mai Initiative (CMI). In the light of 
the experience of exposure to sudden stops and strong regional financial conta- 
gion in the Asian financial crisis of 1997, ASEAN+3 initiated regional financial 
and monetary cooperation. Further deepening of regional monetary cooperation 
in ASEAN/ASEAN+3 was realized in the CMI multilateralization (CMIM) at the 
beginning of 2010, which transformed the network of bilateral swap arrange- 
ments into a regional reserve fund that is set up based on only one multilateral 
agreement. CMIM comprises about USD 240 billion of paid-in capital today 
(Eichengreen, 2012). In this arrangement, disbursement of more than 40 per 
cent of the country’s drawing right requires the involvement of the IMF in the 
lending facilities, which seemingly has a detrimental effect on members to make 
use of the CMIM pooled reserves. Hence, during the global financial crisis of 
2008-2009, most emerging economies were in the position to draw on their own 
accumulated foreign reserves to counterbalance the consequential reduction in 
foreign financing. In addition, South Korea made use ofa bilateral swap arrange- 
ment with the US Federal Reserve Bank of an amount of USD 30 billion instead 
of drawing liquidity from the CMIM. Yet, bilateral swap arrangements are a 
viable option of liquidity provision only for well-developed emerging markets, 
and ad hoc bilateral swap arrangements cannot be considered a satisfactory 
medium- to long-term strategy in response to liquidity crises (see. Siregar and 
Chabchitrchaidol, 2013; Aizenman et al., 2011) 

‘Thus, reconsidering the core design and set-up of CMIM remains a challenge 
for the region (Grimes, 2011). Since 2011, CMIM is additionally supported by an 
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independent regional surveillance unit, the ASEAN+3 Macroeconomic Research 
Office (AMRO). The most important task of AMRO will be to identify an appro- 
priate design of CMIM to be used in prevention of and in response to external 
shocks. 


4.3 Regional exchange rate arrangements 

The longest standing and as of yet only regional exchange rate arrangement among 
developing, transitional, and emerging economies is the Common Monetary Area 
(CMA) in Southern Africa. The foundations for southern A frica’s regional mone- 
tary cooperation date back to the beginning of the twentieth century. When the 
South African Reserve Bank (SARB) was established in 1921, the British pound 
and, with its introduction in 1961, the South African rand became the regional 
medium of exchange and legal tender. After independence from British colonial 
rule, the countries formally established the Rand Monetary Area (RMA) in 1974. 
RMA was replaced by CMA in 1986. Since the beginning, the SARB’s monetary 
policy has stood at the heart of CMA and preceding arrangements. The smaller 
member countries peg their exchange rates at par to the South African rand. The 
rand circulates as parallel legal tender in two of the member countries apart from 
South Africa. They are responsible - albeit to a very limited extent - for their own 
monetary policies and their own financial institutions. The CMA is coined by 
joint monetary policy decisions that are, however, to a high degree determined by 
SARB’s monetary policy decisions. CMA is an integrated financial market with 
common capital account regulation. The example of the CMA shows that intra- 
regional stability and hence the volatility buffering effect of different forms of 
regional monetary cooperation benefit from a regional anchor currency, such as 
the South African rand, that develops a lead role in monetary policy. At best, it 
also provides for a lender of last resort function for the region as a whole, as is the 
case for South Africa in CMA (Metzger, 2006, 2008). 

Further to this, a number of monetary and exchange rate arrangements are in 
their planning stages. Probably the most famous repeatedly proposed but hith- 
erto not realized regional monetary cooperation is the Common Market of the 
South (Mercado Comin del Sur, MERCOSUR) in South America, which consists 
of an uncompleted customs union and repeated announcements of the introduc- 
tion of a regional currency and a regional monetary institute (see Fanelli, 2007). 
‘Beggar-thy-neighbour’ effects of uncoordinated large swings in exchange rates 
triggered a series of trade conflicts between the member countries until today, in 
particular between Argentina and Brazil (Fernandez-Arias et al., 2004; see also 
INTAL, 2012, 2013). 

Furthermore, the Gulf Cooperation Council (GCC) plans to introduce a 
common currency, the Gulf dinar. However, volatile movements in the US dollar 
exchange rate have led to a substantial turnaround in the thus-far promising 
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integration process in the GCC region. Also, the Caribbean Single Market 
Economy (CSME) aims at integrating goods, labour, and financial markets 
and introducing fully convertible regional exchange rates, thereby creating a 
currency union (see Titelman, 2006). Similar plans exist in the West African 
Monetary Zone (WAMZ). With the aim of facilitating a regional central bank 
and the introduction of a common currency, the West African Monetary Institute 
(WAMI) was set up in Accra, Ghana, in 2001. Even less progress can be seen in 
the proposed Eurasian Economic Community (EAEC) in the framework of the 
Commonwealth of Independent States (CIS) (see Souza and De Lombaerde, 2006) 
that aims at establishing a common currency unit. 

In its fledgling stages is the most recent Latin American proposal for a common 
market, the Union of South American Nations (UNASUR) that was founded in 
2008 (see Veiga and Rios, 2007). Also, in 2013, a proposal has been made for a 
currency union in Africa - the East African Monetary Union (EAMU) by the 
East African Community (EAC). 


4.4 Regional financial market development initiatives 

The most prominent regional financial market initiatives have developed in 
Southeast Asia: apart from regional monetary cooperation, ASEAN+3 is actively 
engaged in financial market development initiatives (see Ma and Remolona, 
2006). Three major initiatives are currently at work to enhance regional finan- 
cial market development. First, the Asian Bond Market Initiative (ABMI) was 
launched in 2002 with the aim of developing robust bond markets in the region, 
channelling regional savings into regional investments and promoting regional 
financial integration. ABMI aims at developing liquid primary and secondary 
bond markets and at financing investment within the region. The ABMI aims 
to enable private as well as public sectors to raise and invest long-term capital 
while effectively managing maturity and currency risks. Within the framework 
of ABMI, the Asian Development Bank (ADB) plays a crucial role: first, as a 
market maker for regional financial markets, second, as a facilitator of regional 
policy dialogue, and third, through dissemination of information. The bank’s 
triple-A credit rating and the diversified risk structure of its portfolio play a 
crucial role, as they enable the bank to raise funds in international financial 
markets at more favourable conditions than most of the member countries 
themselves, and to attract extraregional market participants to regional finan- 
cial markets (see Spiegel, 2009). In addition to ABMI, in 2003 and 2004, the 
Executive’s Meeting of East Asia and Pacific Central Banks (EMEAP) set up 
two complementary initiatives: the Asian Bond Funds (ABF) I and II. The ABF 
initiative has the following main objectives: to diversify debt financing from 
bank to capital market financing, to encourage convergence of financial market 
supervisory and regulative policies, to recycle regional funds in the region, and 
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to reduce currency and maturity mismatches in the balance sheets of regional 
market participants (see Ma and Remolona 2006). 


5 Conclusions 

Regional monetary cooperation among developing, transitional, and emerging 
economies can be considered a valuable tool for regional macroeconomic stabili- 
zation. Due to a higher degree of financial fragility and a lower level of economic 
diversification, most developing, transitional, and emerging economies dispose 
of a lower capacity to pursue domestic monetary and exchange rate policies in an 
independent manner. 

A systematization of the varieties of regional monetary cooperation to be 
found in Africa, Asia, and Latin America was provided that concentrates on four 
main forms of regional monetary cooperation and their shock buffering capacity 
and the coordination requirements. 

First, regional payment systems represent the simplest form of cooperation. 
Second, regional liquidity pools increase the member countries’ counter-cyclical 
intervention capacity and may prevent contagious effects of an external crisis by 
providing efficient co-insurance. Third, regional exchange rate arrangements are 
essential in internalizing, at least partially, the externalities of national macroeco- 
nomic policies on regional partners, thus preventing ‘beggar-thy-neighbour’ poli- 
cies. Fourth, regional financial market development initiatives represent a shallow 
but sustainable form to enable member countries to access less risk prone forms of 
financing through local currency denominated debt issues. 

While exchange rate coordination seems to be key to achieve significant stabi- 
lization gains, at the same time it requires the highest level of monetary policy 
cooperation between the member countries. It thus comes along with adjust- 
ment costs especially if regional asymmetries exist. At the same time, a regional 
monetary anchor, providing a reference for a stable and competitive level of the 
regional exchange rate system, greatly enhances stabilization and growth pros- 
pects for the smaller anchoring countries. 

Even small initiatives may contribute to mitigate the effects of exogenous 
shocks within the region. In addition, the analysed forms of regional monetary 
cooperation that may or may not develop into a full monetary integration provide 
possibilities to contain uncontrolled devaluations and thus increase regional 
coordination of macroeconomic policies. 

Intra-regionally stable exchange rates are an important ingredient to reap 
potential benefits of even small forms of regional monetary cooperation. No 
clear-cut rationale for a particular type of sequencing towards full monetary inte- 
gration exists. Rather, it involves continuous commitment to cooperate. It may 
take a very long time to progress from the first steps of macroeconomic dialogue 
to stronger forms of regional surveillance, ranging from policy consultation on 
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explicit coordination of exchange rate and monetary policies to the final goal of 
a common currency. 


Notes 
Barbara.fritz@fu-berlin.de; laurissa.muehlich@fu-berlin.de. 


1. To date, the economic literature lacks a clear definition of regional monetary cooperation. 
Regional monetary cooperation is understood here in a broad sense, following Schelkle 
(2001). The terms coordination and cooperation are used interchangeably here to refer 
to the same theoretical concept of cooperation in monetary policy decisions in a broad 
range of forms in order to coordinate prevention of and adjustment to economic and 
monetary shocks. Such forms may range from informal policy dialogue, to formal 
or informal policy coordination and formal forms of cooperation as analysed here. 
This rather loose concept underlines a process-oriented view of regional monetary 
cooperation. Regional monetary cooperation is understood as a non-predetermined 
nonlinear process of developing shallower or deeper forms of joint monetary policy 
decision making (see also Frankel, 1988; Bénassy-Quéré and Coeuré, 2005). 

2. The term “‘dollarization’ is commonly also used for other forms of fixing a country’s 
currency firmly and unilaterally to a convertible currency such as the euro, or allowing 
a foreign currency to circulate as a parallel currency. For a systematic overview of the 
differences between unilateral and bilateral currency unions and the greater stability 
provided by the latter, see also Angeloni, 2004. 

3. This and the following sections are based on Mithlich, 2014. 
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Varieties of Capitalism in Post-Socialist Countries 
Martin Myant 


Abstract 

The former state socialist countries of Eastern Europe and the Soviet Union 
have been transformed into capitalist systems, albeit with substantial differences 
among them and from advanced capitalist systems elsewhere. The value of an 
institutional approach has gained recognition as neoclassical economics proved a 
poor guide to forms of economic development and performance. Defining these 
capitalisms has followed three broad routes. One follows Polanyi, embedding them 
in social and political development without showing links to economic perform- 
ance. A second follows Hall and Soskice’s two varieties of capitalism, but this fits 
poorly with countries in the process of creating institutional forms. Adaptations 
include suggestions for new varieties. Countries of the former Soviet Union prove 
particularly difficult to fit into existing classifications. A third approach starts 
from forms of international integration and seeks institutional preconditions 
rather than determinants. Institutions then appear as one factor, albeit an impor- 
tant one, determining economic performance. 


1 Introduction 

The systemic changes in the former state socialist countries have, with a few 
exceptions, led to economic systems that can reasonably be described as capi- 
talist. Economies are based on market exchange using money as the medium 
with broadly free price systems and integration into the world economy. Private 
ownership over economic assets predominates and private profit is the main 
motive for economic activity (see Lane, 2007, pp. 16-17 for detailed discussion of 
the defining features of modern capitalist systems). However, beyond those most 
basic defining features, substantial differences - in terms of economic systems, 
relationships between economic and political life, and economic performance 
— remain among those countries and between them and other clearly capitalist 
countries in the world. This raises questions about the classification of political 
economies. It also justifies doubts about the initially dominant orthodoxy in much 
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of policy making and of the study of transition economics which emphasized 
similarity and unifying features rather than differences between kinds of capi- 
talism. The most basic, defining features would come first and questions of which 
model of western capitalism to follow could come later. The interest in alternatives 
to this approach has encouraged a search for possible insights from institutional 
economics and in particular from the Varieties of Capitalism approach. 

The discussion that follows starts with arguments on the need for an institu- 
tionalist approach. The third section sets out a framework, starting from Polanyi’s 
study of capitalist development that can provide a basis for explaining the evolu- 
tion of at least some of the different kinds of post socialist capitalism. The fourth 
section discusses the Varieties of Capitalism approach in its best known form, 
that developed by Hall and Soskice (2001). The fifth section then considers how 
the latter framework can be adapted and applied for central and eastern Europe, 
while a sixth section compares those countries with those that emerged out of the 
break-up of the Soviet Union. A seventh section shows an alternative approach, 
starting from forms of international integration and then working back to consider 
institutional preconditions. A conclusion reiterates the challenges in applying an 
institutional approach to transition economies. 


2 Theneed to recognize institutions 

The need for an incorporation of institutions into interpretations of transi- 
tion was gaining formal acceptance by the late 1990s, as reflected in changes in 
thinking in international agencies. This was a shift from the previously dominant 
view that had reduced progress towards a market economy to liberalization and 
private ownership, expressed in the EBRD’s (European Bank for Reconstruction 
and Development) Transition Indicators, published annually since 1994 (http:// 
www.ebrd.com/pages/research/economics/data/macro.shtml). These showed 
satisfyingly rising scores over the years for such indicators as free prices and 
privatization. 

However, performance and behaviour of transition economies through the 
1990s showed that formal liberalization, deregulation and privatization had very 
diverse consequences. The uncontrolled play of market forces resulted in varying 
degrees of fraud, embezzlement, and rapid enrichment for a few, while economic 
performance was at best unspectacular. Progress in the simplest formal require- 
ments for a capitalist system evidently gave little indication of such issues as the 
pace of economic growth, changing sectoral structure, the scope for innovations 
in production, or forms of competitiveness. 

The experiences of the 1990s led to something of a reassessment. The 
International Monetary Fund (IMF) accepted that it had given insufficient 
emphasis to an ‘institutional infrastructure’ (IMF, 2000, p. 84). The World Bank 
provided a lengthier apology recognizing the importance of rules, enforcement 
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mechanisms, and organizations (World Bank, 2001). However, the revisions 
to thinking remained very partial. Institutions were still not seen as central, 
appearing rather as an addendum to a neo-classical framework. It would be 
enough, it seemed to be argued, to add in the necessary laws, and the economic 
system would function satisfactorily. 

However, developing a framework that bridges the gap between markets and 
their social preconditions proves extremely difficult. Institutional economics 
has lacked a unifying analytical focus, even though the message that orthodox 
economics alone is not enough and that institutional and historical features 
matter is echoed across a wide spectrum of economic opinion (see Myant and 
Drahokoupil, 2011 pp. 108-110). Thus Rodrik (2011), starting from a neoclassical 
framework, advocates a pragmatic approach which tempers policies by recog- 
nizing national differences and political realities. A more radical rejection of 
neoclassical economics comes from the so-called Russian institutionalists who 
argue that deep civilizational differences separate Russia from Western Europe 
and North America, making western capitalism inappropriate (Zweynert, 2007). 
However, in both of these cases, it remains unclear what the differences are, how 
permanent they may be, how they might change, and exactly what they might 
imply for differences in policy making. 

The need is for an approach which emphasizes that the economic system 
cannot be treated in isolation from, or as definable without reference to, its place 
ina more broadly defined social formation. Two groups of contributions exist that 
attempt to fill that gap. One is an evolutionary approach, linking development 
of the economic system to political and social developments, while the other is 
the Varieties of Capitalism approach. Neither is adequate alone, but both provide 
valuable starting points. 


3 Adapting from Polanyi 
The first is best represented in the work of Bohle and Greskovits (2012) which 
develops from Polanyi’s (1944) notion ofa tension between self-regulating markets 
and social resistance to subordination to market forces. In Polanyi’s view almost 
all political and economic institutions were “either part of the self-regulation of 
the market-mechanism, or of the protective arrangements against the dangers 
of such a mechanism, or...a direct consequence of their interaction’ (quoted in 
Bohle and Greskovits, 2012, p. 13). This interaction could then lead to a range 
of possible outcomes, depending on past histories and hence on the strength of 
different political forces. The most important areas for defining types are social 
protection and employment relations, and the political sphere is the arena for 
mediating between conflicting interests and pressures. 

When applied to eastern and central Europe, the authors find four types, each 
related to past histories that have shaped the balance of political forces. Thus at one 
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extreme lie the Baltic Republics as examples of neoliberalism. They have relatively 
small welfare states and relatively weak employee representation and protection. 
The background can be related to a nationalist rejection of their socialist pasts, 
which had meant forced incorporation into the Soviet Union. At the other extreme 
lies neocorporatist Slovenia in which, they argue, development was strongly influ- 
enced by more powerful interest representation following from the form of tran- 
sition from the old Yugoslavia. In the middle lie the central European countries, 
characterized as cases of ‘embedded neoliberalism’. They have quite substantial 
welfare provision and significant influence for representatives of social interests, 
reflecting to some extent a degree of pride in elements of their past experiences. 
A fourth type is defined as a ‘nonregime’ where the conflicting objectives cannot 
be balanced, leading to social and political instability. This is said to have applied 
to Romania and Bulgaria. 

In this framework, institutional features are built in from the start. The 
evolution of different types of capitalism is explained in terms of the strength 
of different social forces and traditions of thinking which differ between coun- 
tries because of specificities of their past histories. However, although Bohle and 
Greskovits provide explanations for different kinds of capitalisms, their analysis 
remains as a very general level and they do not relate these to economic perform- 
ance and competitiveness. Those are important elements in their own right. They 
are also important for understanding the viability of a variety of capitalism and 
for understanding forces that can lead to change. 


4 Using the Varieties of Capitalism 

The Varieties of Capitalism approach has developed to characterize, and to explain 
differing performances of, advanced market economies. The most ambitious 
attempt at systematization is that of Hall and Soskice (2001; see also Hancké et al., 
2007 for developments and discussion). By presenting a complex and coherent 
theory, they helped legitimize the argument that there need be no single correct 
way to organize an advanced market economy. The key issues in their framework, 
and the difficulties in applying it to former socialist countries, are set out in six 
points below: 


1. They focus on firms and employer interests as the central actors in defining 
their varieties with specific attention ‘to the institutions that support either 
market or strategic coordination among firms’ (Hall and Thelen, 2009, p. 11). 
In effect, they are looking at larger firms that already exist and that have devel- 
oped stable internal and external relationships. Thus the banking and finance 
systems appear largely in the context of corporate governance and not of the 
growth of small firms or new firm formation. Irrespective of the usefulness 
of this focus for advanced market economies, it is highly problematic as a 
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starting point for transition economies where firms needed first to take shape 
and to clarify their internal and external relations. 

2. They identify two ideal ‘types’, a liberal market economy (LME) and a coor- 
dinated market economy (CME), which broadly correspond to the USA and 
Germany. These are defined by five institutional characteristics; finance and 
corporate governance systems, industrial relations, relations between firms 
and employees, education and vocational training systems, and inter-firm 
relations. In each case, interaction can be closer to a free-market relation- 
ship or to one involving active coordination. This leads to consistent forms of 
coordination between firms which in turn lead to differences in the kinds of 
innovation activity. However, the focus only on relationships between firms is 
narrow. The environments for business development include a wider institu- 
tional range, as embodied in the term ‘institutional thickness’, developed by 
economic geographers (Amin and Thrift, 1994), or the use of the term ‘social 
capital’ to indicate a broader span of relationships and attitudes. 


Another questionable implication is that other countries too should ideally fit 
under the two labels of LME and CME. Allowance is made for ‘mixed market 
economies’ and ‘emerging market economies’ that may not quite fit into the 
framework, but they are seen as essentially as yet unformed and on their way 
towards one of the basic types. This, it is argued here, is not helpful, not least 
because all political economies are in a process of change and evolution. It is even 
less helpful when the focus shifts beyond the few most advanced capitalist coun- 
tries onto those where independent innovation activity is of much less, if any, 
importance. 


3. They do not focus on change or forces for change. Their analysis rather empha- 
sizes the stability of the varieties they have defined, reinforced by complemen- 
tarities between elements of the institutional structures. Thus, for them, change 
either happened in the past or is a gradual process of incremental adjustment 
that does not alter the basic features of their types (see Hall, 2007; Hall and 
Thelen, 2009). Changes that do occur are driven by existing employers plus, 
or by means of, government policies. They do not look for sources of conflict, 
instability, or change within existing social formations. That makes their 
framework difficult to apply to transition economies which, almost by defini- 
tion, have been characterized by instability and change. To fill this gap would 
require a different framework which takes more account of broader social and 
political forces, such as that developed by Bohle and Greskovits. 

4. They do not emphasize the role, position, or nature of the state. Indeed, the 
two countries that fit best with their types have well-developed and stable 
states which play relatively minor roles in driving economic development. 
Taking account of the state makes it more difficult to incorporate all advanced 
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capitalist countries into two ideal types, as demonstrated by those writers who 
pay more attention to Japan, France, and others (esp. Schmidt, 2002; Coates, 
2001 and 2005). Hall (2007) and others (Rhodes et al., 2007) have responded 
that the state’s role can be included, but only as an extra explanatory factor in 
the context of coordination mechanisms between firms. That is inadequate for 
transition economies where the very existence of coordination mechanisms 
of the form they analyse, or of stable state structures, cannot be taken for 
granted. 

5. They do not deal with welfare provision although that clearly is a major point of 
divergence between countries, for example figuring prominently in the Bohle- 
Greskovits approach. It is incorporated into other classifications - notably 
that of Amable (2003) - and often points to different groupings of countries. 
However, including more points for comparison beyond those directly related 
to firms’ activities - such as social protection and education - justifies more 
categories, such as Asian, Social-democratic, or Southern European capital- 
isms (Amable, 2003, pp. 104-106) and that threatens to undermine the neat- 
ness of their classification system. 

6. The explanation for differences in competitiveness is focused on particular 
institutional features, namely those included in their definition ofa variety of 
capitalism. The LME is said to be better at radical innovations and the CME at 
incremental innovations. The argument is intuitively plausible. Stable employ- 
ment and negotiated conditions plus good long-term relations between firms, 
seen as characteristics of the CME, are conducive to cooperative environ- 
ments in which processes of gradual change can flourish. However, it remains 
to be demonstrated empirically that their dichotomy into two kinds of inno- 
vation is meaningful and appropriate. More seriously for present purposes, 
it leaves open the classification of kinds of capitalism with very low levels 
of innovation but still quite marked differences in economic levels. It is not 
enough for identifying and explaining differences among transition econo- 
mies for which competitiveness cannot be defined around indigenous inno- 
vation activity. 


More generally, limiting the sources of comparative advantage to this set of insti- 
tutional factors appears questionable. Porter (1990) explained competitiveness, in 
the sense of the kinds of products in which a country was a world leader, in terms 
of a number of chance, historical, and geographical as well as institutional factors. 
The World Economic Forum’s global competitiveness studies include many more 
indicators that appear likely to be relevant of competitive performance, albeit 
without an underlying theoretical framework of how they may relate to each other 
(Schwab, 2013). Hall and Soskice make this much more precise but consequently 
also much narrower, linking their two ideal types of capitalism to different kinds 
of innovation and hence to competitive positions for different kinds of products. 
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5 Adapting Varieties of Capitalism 

Two broad approaches have been used to make the Hall and Soskice framework 
applicable to transition economies. The first is to fit countries as well as can be 
done into their classifications. The second is to conceive of a different type, appli- 
cable to all or some transition economies. 

Fitting countries into the Hall and Soskice framework faces practical difficul- 
ties due to limited data for international comparisons. Knell and Srholec (2007) 
made do with 12 indicators to cluster transition economies around plausible indi- 
cators for established Varieties of Capitalism. They included measures for social 
cohesion, including taxation and public spending, for business regulation, using 
data from the World Bank’s Business Environment and Enterprise Performance 
(BEEP) survey, and for labour market regulation, including some legal provisions 
and forms of collective bargaining. 

These do not fit exactly with the Hall and Soskice framework, and with only 
a small number of indicators available across the 51 countries used in the study, 
they are at best giving a rough indication. The social cohesion measure is as much 
a general indicator of state spending. The business survey evidence, including 
indicators of formal legal procedures, depends on how closely formal procedures 
are applied in practice. Labour market practices also often deviate from rules, and 
the interpretation of the importance of collective bargaining, an element that can 
be included, should depend on the outcomes, an aspect not included in available 
data. That is important, for example, for a question on the importance of tripar- 
tite structures. In many cases they do exist, but their influence is often extremely 
small (see Myant, 2014a). 

‘The results show transition economies spread across the range, but many are 
very liberal, more so than the USA which is included as a comparator. However, 
even apart from data limitations, there are difficulties in attaching significance to 
this within a Hall and Soskice framework, as indicated below. 

This is illustrated by the results of a popular choice for comparison, that 
between Slovenia and Estonia. The former is reasonably close to a CME, thanks 
to strong collective bargaining and interest representation. The latter is close to an 
LME, with limited interest representation (e.g. Buchen, 2007; Feldmann, 2007). 
Export structures did seem to match expectations from the two types of capi- 
talism. Motor vehicles were well represented in Slovenia, as in CMEs and appar- 
ently depending on incremental innovation, and electronics in Estonia, pointing 
to strength in a sector which at least in some parts has been dependent on radical 
innovations. However, in reality, Slovenia’s industries had developed within the 
old Yugoslavia while Estonia’s reflected choices of incoming multinationals. 
Innovation was unimportant in both cases. 

In fact, as with the Knell and Srholec study, the strongest indications of simi- 
larities to CMEs or LMEs are found in the employment sphere, but these can 
give a deceptive impression. Thus in Estonia widespread use of informalized pay 
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systems and disregard for many laws that exist rather imply an altogether more 
primitive kind of market system. Moreover, corporate governance and company 
finance systems, characterized rather by the very limited development of stock 
markets or bank finance, were far removed from any analogy with an LME (see 
Norkus, 2012, pp. 20 and 246-248). 

A study of Ukraine and Poland (Mykhnenko, 2007a and 2007b), using Amable’s 
indicators as a basis for comparison between the two and with representative 
third countries, also points to difficulties with fitting into established Varieties 
of Capitalism categories in any meaningful way. At best, they fit as ‘mixed’ or 
‘weakly-coordinated’ types (Mykhnenko, 2007, p. 124). Legal and institutional 
frameworks might point towards one classification or another, but two points 
stand out. The first is the extent of the gap with the world’s most advanced coun- 
tries. The second is the dependence of export structures on history and natural 
resources which for these countries explain the heavy weighting of steel and coal. 
Institutions do matter, as is argued below, but by imposing constraints rather 
than by determining outcomes. 

However, for some countries at least an attempt has been made to apply a 
Varieties of Capitalism approach by formulating a new and specific variety. Nolke 
and Vliegenthart (2009) identify a ‘third basic variety’, a Dependent Market 
Economy, that applies to four central European countries: Poland, Hungary, 
Slovakia, and Czechia. The characteristic feature is the high share of ownership of 
productive assets by foreign multi-national companies (MNCs). Those countries 
have institutional forms that give them a comparative advantage in attracting and 
retaining the presence of export-oriented MNCs, such as collective bargaining 
with big firms at company level. However, to be attractive to inward investment 
they do not need to have their own means for autonomous innovation, insti- 
tutional structures ensuring corporate control and finance, or coordination of 
production, central points in the Hall and Soskice framework. Those are largely 
achieved within the MNC hierarchies and innovation comes primarily from 
MNC research and development centres elsewhere. 

Although this builds from a clearly identifiable feature of these countries, 
and from a feature that gives them a competitive advantage over other transition 
economies, the completeness of the framework can be questioned for three main 
reasons: 


1. Characterizing this variety as ‘dependent’, because of the strong representa- 
tion of foreign ownership, requires further qualification. Economies at many 
economic levels are hosts to foreign MNCs, the long-term impact of which 
depends on other features of the economy, such as the potential for expanding 
beyond assembly of products designed elsewhere into designing and devel- 
oping new products in that country. Indeed, foreign ownership has provided 
those countries with the ability to develop beyond exporting predominantly 
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raw materials and semi-manufactures. Depending on other institutional 
features, it can provide a base for still further development. 

2. As with the Varieties of Capitalism framework in general, there is little on 
how this type emerged or where it may be heading. On the former point one 
factor was geographical: MNCs chose central Europe for its location. A second 
factor was the failure of enterprises privatized into domestic ownership (see 
Myant and Drahokoupil, 2011, esp. chapters 11 and 15). It is therefore at least 
as valid to ask why the institutional framework was inadequate for sustaining 
internationally competitive businesses in modern manufacturing — and inci- 
dentally also for sustaining viable domestically-owned banks - as to ask why 
it was adequate for incoming MNCs. This points again to viewing institutional 
frameworks in terms of preconditions for, or barriers to, development as much 
as determinants. 

3. The framework leaves open the nature of the political economies beyond the 
foreign-owned sectors. Much of the economies are dominated by domesti- 
cally-owned firms that resemble an older kind of capitalism, with owners as 
managers that typically do not recognize unions and negotiate with employees. 
However, despite the weakness of these businesses in terms of international 
competitiveness, they have very considerable influence over economic and 
social policies. The neoliberal direction, as noted among others by Bohle and 
Greskovits, reflects the political weakness of countervailing forces, such as 
a strong labour movement, and the peculiarly high trust in the authority of 
business (see Myant, 2014b, interpreting evidence from Bertelsmann Stiftung, 
2011). As will be argued, there are some analogies with other transition econ- 
omies here, notably Russia, in which domestic businesses are much more 
central to the kind of capitalism that has developed. In central Europe their 
dominance is less complete partly because of the place of MNCs, but partly 
also because of other factors that strengthen the base for countervailing forces 
in society. 


6 The search for post-Soviet varieties 

The countries of the former Soviet Union, with the most obvious exception of the 
Baltic Republics, have developed forms of capitalism that differ markedly from 
those of other eastern and central European countries. In some cases, the state 
remains very powerful in economic affairs, as in the ‘order states’ (Iwasaki, 2004) of 
Belarus and Uzbekistan. In some, the state and leading officials appear as effective 
owners of key economic assets. However, in Russia and Ukraine the striking char- 
acteristic is formal private ownership ofa large share of productive assets alongside 
close links between business and political power. This has led to common defini- 
tions as oligarchic capitalism, political oligarchic capitalism, or state capitalism 
(Myant and Drahokoupil, 2011, p. 311; Norkus, 2012, pp. 119-132). 
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There is an analogy to Weber’s (1922) conception of ‘political capitalism’, 
in which entrepreneurs make profits from artificial monopolies created 
by the state. It also similarly links to the notion of ‘rent-seeking’ behaviour, 
whereby entrepreneurs can prosper with the help of state support rather than 
by competing through price, quality, and innovation. In both cases the exact 
relationship between political power and business remains to be clarified. Thus 
some authors have seen the state as ‘captured’ by business while others, particu- 
larly in Russia under Putin when a number of big businesses faced effective 
expropriation, saw business in turn captured by the state (see Yakovlev, 2006). A 
more complete characterization of this form of capitalism and its implications 
for further development and for levels of competitiveness can be summarized 
under four points: 


1. The state underwent a substantial degree of disintegration in the early years 
of transition. This was accompanied by a high degree of informalization of 
economic relationships and weak legal mechanisms. However, new entre- 
preneurs who rose to prominence always needed at least some form of tacit 
support from the political hierarchy, as evidenced by the scale of bribes that 
were reportedly paid (Ledeneva, 2013). Over time, relationships appeared to 
stabilize and the legal system became more important, but that was accom- 
panied by routinization of methods for manipulating court decisions, even 
to the extent of allowing predatory confiscation of businesses. This was done 
both by rival entrepreneurs and by political authorities at various levels, but 
the pinnacle of political power could intervene as the final arbiter in cases of 
dispute. This does not imply an omnipotent state. In fact, the ability of states 
to direct economic activity appears to be very low. For economic development, 
they remain dependent on initiatives from entrepreneurs. 


The important implication is rather that ownership was unstable and uncertain, 
dependent on somewhat unpredictable political favours. That has been seen as 
a factor discouraging productive investment and encouraging export of wealth 
abroad. The notion of rent seeking is therefore not a precise description, but 
rather an analogy with possibly similar consequences. It can be added that lack of 
interest in domestic investment or innovation can also be a result of the kinds of 
business leaders supported within this kind of system. They gained their wealth 
by innovative methods for taking control of assets that already existed - such as 
violence, bribery and manipulation of political power - rather than by innovation 
in production methods. 


2. Informalization spreads into employment relations, a phenomenon also found, 
but to a lesser extent, ina number of eastern European countries (Myant, 2014a). 
Evidence from Ukraine shows extra work beyond employment agreements, 
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unregistered business activity, taking from workplaces for personal gain, and 
payment through ‘envelope’ wages - an additional sum not formally recorded 
— can take the ‘informal’ sector to account for 50 per cent of GDP (Round 
et al., 2008, pp. 735-736). Nevertheless, employees have no better option to 
these kinds of employment relations even if, as has often happened, wages 
are paid only sporadically. A workplace provides other benefits including 
contacts, means to undertake informal business activity and possibilities to 
steal (see Rodgers et al., 2008, p. 673). 


This kind of employment relations has implications for economic development: 
low recorded incomes lead to low tax revenues for the state and low prospects for 
credit with which to start a formal business. They also sit comfortably alongside 
a weak collective voice and political influence for labour (for trade union influ- 
ence, see Myant, 2014a). Trade union organizations rarely challenge manage- 
ments and could not ensure formalization of employment relations by recourse 
to a legal system that is likely to favour powerful business interests. Nor can they 
provide an effective political counterweight to business which remains firmly 
dominant. 


3. New business activity is severely constrained within oligarchic kinds of capi- 
talism so that much remains at the very basic level of small-scale trading 
without providing much basis for expansion into growing and innovative busi- 
nesses (Myant and Drahokoupil, 2011, chapter 12). Reasons for this include 
the difficulties in obtaining credit from a weakly developed financial system, 
the desire to avoid any attention from tax authorities, the unpredictability of 
dealings with formal authorities and a more general lack of ideas and exper- 
tise for innovative business development. It should be emphasized that there 
is no single factor alone that explains the weakness of new business develop- 
ment. ‘Institutional thickness’, as referred to by economic geographers, or the 
complex ‘innovation systems’ referred to in studies of innovation, require a 
complex of institutions and relationships rather than reliance on individual 
entrepreneurs (see Radosevic, 2013). Authoritarian and corrupt political 
systems, linked to established big businesses, are not good for encouraging 
such development. 

4. Social services remain weakly developed. Business domination of politics 
means that political pressure for their expansion is weak. In fact, a striking 
feature is the failure of states to provide even what is set down in law, thanks 
to the low levels of tax revenue both because of systemic inefficiencies and 
because of conscious low tax policies. The result is a high level of dependence 
on ‘informalized’ welfare systems with individuals finding means to get by 
despite poor provision, or paying extra to achieve adequate provision of what 
is formally provided for free (see Cook, 2007). 
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Thus the striking features of the Variety of Capitalism exemplified by Russia, 
with similar features across a number of other Commonwealth of Independent 
States (CIS) countries, is the strong link between big business and political power 
and the very weak influence on political decisions for those outside the existing 
political and business elites. There is little voice for labour or for the likely clients 
of social services. This differs from central and eastern Europe where there are 
stronger democratic traditions and stronger voices able to counter the exclusive 
power of an elite. The result in CIS countries is a weak development of formal 
institutions and a heavy dependency on the part of individuals and businesses on 
informal and individual solutions to problems. The Hall and Soskice framework 
is not helpful for analysing this kind of capitalism. The Bohle and Greskovits 
framework has more applicability, but the dichotomy between the market and 
its social consequences has so far not appeared as a central axis for explaining 
development. 


7 Starting from competitiveness 

The preceding discussion does not point to classification into precise and compre- 
hensive types of capitalism. This invites an alternative approach, starting from 
the recognition that the issue is not world leadership, but the more modest one 
of the forms of international integration that enable a country to pay its way and 
ensures adequate revenues to pay for its imports (Myant and Drahokoupil, 2011, 
chapter 16). This is not tied to specific types of capitalism, but is linked to institu- 
tional preconditions. 

External balance can be achieved by exports of goods, by inflows of finance 
from banks and other sources, and by aid and remittances. These can be set in 
a notional hierarchy with exports of the most sophisticated goods and services 
at the top and aid and remittances at the bottom. Other financial inflows are 
less easy to set on such a scale, being a feature of countries at diverse levels of 
development notably in the lead up to the financial crisis of 2008. Sophistication 
of exports is indicated in Table 7.1 by modified groupings derived from interna- 
tional trade classifications. That is not a precise measure because product type 
does not necessarily relate to sophistication of production methods and because 
the integration of international networks means that a sophisticated product may 
undergo final assembly in one country while parts and necessary research are 
manufactured or undertaken elsewhere. 

Table 7.1 shows exports of four broad product categories plus two other means 
of earning foreign revenues for a selection of countries in 2007, largely before 
the effects of the financial crisis. Countries are grouped by important means 
of earning foreign currency. The divisions are not exact, and means of earning 
revenue are obviously not mutually exclusive. 
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Table 7.1 Indicators for principal forms of international integration, 2007 (percentage of GDP) 


Commodities 


without Financial 

Complex Light fuels and account- 

products industry unclassified fuels FDI Remittances* 
Complex-product exporters 
Czech Republic 39.5 6.3 21.8 1.8 -1.5 0.8 
Slovakia 37.9 5.6 21.9 3.2 0.2 1.8 
Financial-inflow dependent 
Bulgaria 8.5 7.6 24.8 6 18.3 4.3 
Latvia 5.8 27 17.9 1 17.7 1.9 
Mixed earners 
Belarus 11.8 2.9 20.2 18.8 7.6 0.8 
Uzbekistan 3.9 0.3 20 4.3 17.0* 
Commodity exporters 
Kazakhstan 0.9 0 14.5 30.1 0.3 0.2 
Russia 1.1 0.1 9.2 16.7 6.7 0.4 
Ukraine 6 1.1 25.6 1.8 41 3.2 
Remittance and aid-based economies 
Armenia 0.8 0.7 10.5 0.1 3.3 9.2 
Tajikistan 0.1 0.4 28 0 12.1 45.5 


Notes: The categories are adaptations from Standard International Trade Classification (SITC) (see 
Myant and Drahokoupil, 2011). 

*The figures for remittances are from the World Bank and show recorded transfers reported 

by central banks. An alternative measure (calculated from International Fund for Agricultural 
Development (IFAD), 2007), based on survey data, showed similar levels in most countries, but 
notably higher levels in Armenia (18.5% of GDP) and Belarus (6.3% of GDP). For Uzbekistan, only 
survey data were available. 


Source: Calculated from IMF Financial Statistics, COMTRADE database of the United Nations 
(comtrade.un.org/pb) and World Development Indicators. 


All countries earned their keep in a variety of ways. Belarus and Uzbekistan 
are the hardest to fit into groups, with the former able to export complex prod- 
ucts, albeit not on as great a scale as central European countries. Uzbekistan could 
be classified with remittance-based economies, but it also earned from complex 
exports. Nevertheless, the notion of a hierarchy appears credible. Complex prod- 
ucts are enormously important for some but of minimal importance for others. 
Innovation, it should be added, plays no significant role here. Complex exports 
from central and eastern European countries (CEECs) are overwhelmingly prod- 
ucts of incoming MNCs, in line with the Nélke and Vliegenthart notion of a 
dependent market economy. They include above all motor vehicles and their parts 
and electronic goods. This structure has been the basis for significant growth and 
income levels above those of other countries. 
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It would appear that CEECs, but not other countries, have the necessary 
preconditions for these activities. These include a high degree of political and 
social stability, without which an MNC would not risk significant investment, a 
functioning legal and business system and a labour force with reasonable levels 
of skill and discipline. There does not need to be a sophisticated financial system 
nor an infrastructure for high-level research and development, features which are 
indeed absent in CEECs. There are other advantages for these countries including 
established industrial structures, transport and other infrastructures, geograph- 
ical location, historical contacts, a policy environment favourable to export-ori- 
ented MNCs, and EU membership. Institutions are therefore not the whole story. 
On the other hand, a number of other institutional and policy issues are of less 
relevance. Thus, for example, the nature of welfare regimes is not a precondition. 

Belarus and Uzbekistan are examples of countries with some exports of complex 
products, suggesting an alternative route via the so-called ‘order state’. They 
avoided the chaos associated with speedy mass privatization and preserved both 
some existing enterprises and some commitment to state support for economic 
activity. Belarus has developed from an existing product base, continuing to 
export albeit not into the most demanding markets. Uzbekistan developed some 
exports of motor vehicles in partnership with foreign multinationals. 

The data used for export structures do not distinguish competition with 
research-based products, but these remain a small part of CEECs’ exports. 
Indeed, it is noteworthy that the few identifiable successes in that area have 
come with products that do not need substantial capital investment or complex 
external links from organizations. Thus, for example, some software development 
has flourished in CEECs, and also in Russia albeit often with the need to import 
the expertise to establish international contacts (Beblavy et al., 2012). In general, 
sophisticated technology requires more complex and substantial organizational 
forms and is imported by MNCs. 

The missing elements here relate to the notion of ‘institutional thickness’, itself 
vague and difficult to pin down, but expressing the development of a wide range 
of contacts and trust, bringing together many different actors. The transforma- 
tion to a market-based economy with private ownership of business and the 
widespread generation of new small-business activity proved relatively simple. 
The development of an innovative, ‘knowledge-based’ economy requires more 
complex links between actors of a type that have barely developed in former 
socialist countries (see Myant, 2009. For evidence from CIS countries and discus- 
sion of the links between entrepreneurship and innovation systems, see Radosevic 
and Myrzakhmet, 2009 and Radosevic, 2013). 

Competing with simpler products, mostly represented by light industry, devel- 
oped rapidly in CEECs in the early 1990s, based on existing capacity. Enterprises 
undertook manufacture of garments, footwear, and simpler components which 
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was subcontracted from firms abroad. This required the presence of produc- 
tive capacity, although that could be developed where it was absent, the ability 
within the country to undertake business activity on an intermediate scale and 
confidence abroad in business relationships. Little more was needed, not even the 
capacity to design products, as that was all done elsewhere. The earnings from 
this kind of activity are lower than for exports of more sophisticated products, 
and it therefore declines in importance as wage levels rise. However, it is remark- 
able that it plays a minimal role for lower income transition economies, as shown 
in Table 7.1, suggesting that institutional preconditions are still not satisfied. 

Competing with commodities, meaning raw materials and semi-manufac- 
tures, depended on possession of the raw materials and/or productive capacity. 
Ukraine and Russia both inherited basic industries from the Soviet past and, 
despite some very outdated technology, could compete internationally with these 
relatively homogeneous products. Simply maintaining capacity from the past 
was not institutionally demanding and was associated with ownership passing to 
oligarchic groups. 

Oil and gas exporters constitute a specific group. They produce exceptionally 
high revenues from relatively low employment levels and can therefore create 
their own infrastructure and raise capital from their own profits or from external 
sources. They require minimal contacts with other businesses and can there- 
fore coexist with a relatively primitive institutional framework for the rest of the 
economy. In fact, it has often been argued that exporting oil and gas works against 
the development of other export sectors because it leads to a higher exchange rate. 
This is the so-called Dutch disease, named after the decline in manufacturing 
in the Netherlands following the exploitation of natural gas from the 1960s. It is 
consistent with the experience of fuel-exporting countries that emerged out of 
the Soviet Union. Russia, Kazakhstan, Azerbaijan, and Turkmenistan all appear 
to have very low export levels for manufactured goods, including the simplest. 
However, relative labour costs are still low enough in these countries to justify 
subcontracting of simple manufacturing tasks. Weaknesses of infrastructure and 
institutions, limiting the scope for independent enterprise, are likely to be more 
important. 

In fact, ‘oligarchs’ and the political systems with which they are linked are 
typically not enthusiastic about other forms of export-oriented manufacturing. 
There are substantial manufacturing sectors in, notably, Russia and Ukraine, but 
they target domestic markets and there has been little, or no, interest in attracting 
manufacturing MNCs aiming to export. Apart from an ‘economic Dutch disease 
there is also a ‘political’ Dutch disease. Tycoons with wealth built from raw-mate- 
rial exports are linked to a political system that is unconcerned by the weakness 
of institutional structures for developing other businesses and also by the weak- 
ness of other export-oriented sectors. Nor are they threatened by representation 
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of other interests that could challenge their hegemonic indifference towards a 
more rounded social development, including an infrastructure of social services. 

The significance of financial inflows varied greatly between countries, as 
indicated in Table 7.1. The measure used there excludes FDI which tends to be 
more permanent and the significance of which is partly incorporated into the 
figures for complex exports, overwhelmingly coming from MNCs. The surplus 
on the financial account minus FDI measures bank loans and portfolio invest- 
ment which flowed in in various periods, notably in the years before the financial 
crisis of 2008. It was crucial in covering current account deficits in a number of 
countries and hence in ensuring levels of GDP growth. Ending of those inflows, 
or withdrawal of funds, precipitated deep crises in a number of countries. That 
might seem to indicate that such financial inflows should be judged negatively, 
as reflecting particular weaknesses. In fact, the institutional background is 
complex and contradictory and does not fit easily with a Varieties of Capitalism 
framework. 

On the one hand, financial inflows depend on recipients seeking finance 
and that implies a level of economic stability and sophistication. In Russia the 
borrowers were to a great extent big business. In other countries they were more 
likely to be individual households with substantial investment in real estate and 
construction. The inflows also depend on lenders trusting recipients to repay 
and that was helped by international recognition. Thus EU members were more 
likely to be trusted as were countries scoring well on the European Bank for 
Reconstruction and Development (EBRD) Transition Indicators. A paradox was 
that free markets, deregulation, and balanced budgets all encouraged trust, while 
weak regulation was in fact one of the factors contributing to unsound lending to 
private entities, an indicator that was not being followed. 

A further factor behind financial inflows was the imbalance between supply 
and demand for credits in individual countries which depended on the domestic 
propensity to save. Thus in Czechia, and also Slovakia, the savings level was 
adequate to cover the growth in domestic credits. In Baltic Republics it was quite 
inadequate, and rising credit levels were financed from outside. The reasons behind 
such differences probably relate to past experiences of hyperinflation and destruc- 
tion of savings in many post-socialist countries in the early 1990s. By contrast, 
inflation was minimal in Czechoslovakia from 1953 until 1991 after which there 
was a single upward adjustment in the price level and then acceptable levels in both 
Czechia and Slovakia. At no time were bank deposits seriously threatened. Thus 
differences probably follow from quite deeply rooted public perceptions of stability, 
built up over many years. It is an institutional factor that cannot be created by, for 
example, changes in laws or regulations at one particular time. 

The final column in Table 7.1 shows income from remittances. Foreign aid 
also played a significant additional role in some of the lowest-income countries. 
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Remittance income is most important for those with little other means to earn 
foreign currency. This would appear to have absolutely minimal institutional 
preconditions as it follows from outward migration of a labour force. Its impli- 
cations for further development depend on who emigrates, how permanently 
they leave, and the institutional structure of domestic economies. In many cases 
emigrants are the most qualified and that amounts to a loss to the domestic 
economy. However, in some countries remittance revenue is invested in the 
domestic economy, for example notably in Armenia it has financed housing 
construction. In some of the lowest income and least stable countries, with the 
weakest frameworks for business development, it is spent on consumer-goods 
imports, making minimal contribution to domestic economic development. 


8 Conclusion 

An institutionalist approach is at the least an important counterweight to more 
traditional and orthodox neo-classical views. However, it has proven to be very 
difficult to take this further into the development or application of an alternative 
framework. 

The framework developed by Bohle and Greskovits provides one starting 
point, leading to a definition of types in terms of how conflict is resolved between 
free markets and resistance to their consequences. The framework shows links 
between politics and the power of social forces. Its potential remains to be demon- 
strated across all transition economies and it requires supplementing from other 
approaches to reach the level of detail required to demonstrate links to economic 
performance and competitiveness. 

The Hall and Soskice framework was constructed for the world’s most devel- 
oped economies and is harder to apply the further removed a country is from 
being a leading innovator. They incorporated the view of institutional features 
complementing each other rather than operating singly. This means that their 
types should be taken, as far as possible, as coherent wholes. That reduces the value 
of conclusions drawn from finding some features of one of their ideal types within 
an economy when other features are so clearly absent. Thus employment relations 
point in many cases to an LME while capital market functioning, levels of credit, 
and methods of corporate governance are very weakly developed, suggesting 
something much closer to a form of capitalism that has been superseded in more 
advanced countries. Such a political economy is not helpfully characterized as an 
LME or even as some kind of hybrid incorporating elements of an LME. 

The analysis starting from forms of international integration indicates 
both considerable diversity among former socialist countries and the extent of 
common features. The important point is to incorporate institutional factors into 
a conception of economic development such as to help explain the passage from 
one form of international integration to another, in terms of institutional and 
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other preconditions. It should be possible to achieve a greater systematization 
into types, but they will not be rigid or precise and they will not definable by 
simple analogies with more advanced market economies. 
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Institutional Reform: Irresistible Forces and 
Immovable Objects 
Christopher A. Hartwell 


Abstract 

Economists’ conception of institutional change prior to the transition from 
communism was mostly treated either as an exogenously-inspired event or a slow, 
gradual process. However, the events of 1989-1991 proved the necessity of creating 
new frameworks for thinking about how institutions can be changed or reformed. 
This chapter examines institutional reform in Central and Eastern Europe and the 
former Soviet Union, with a focus on the various policies enacted as well as the 
timing and sequencing of institutional reforms. The key lesson of successful insti- 
tutional reform is based on the need to successfully shape expectations; countries 
that moved fastest in both their political and economic policy reform also set the 
stage for successful institutional development in the long-run. 


Keywords: Institutions, Institutional Change, Reforms, Macroeconomic Stabili- 
zation, Property Rights, Transition, Type II Policies 


1. Introduction 

While there is now a consensus in the economics profession that ‘institutions 
matter’ (North, 1987) in mediating economic outcomes, this realization has come 
about somewhat belatedly over the past quarter-century (see Eggertsson, 1990; 
North, 1990). Given the slow diffusion of institutions into mainstream economics, 
it was perhaps inevitable that there would be even less of a theoretical framework 
for considering how institutions could change (and what effects this change would 
have on the economy). Despite theories from political science and sociology on 
the factors that lead to the creation of various institutions (Hartwell, 2015 in this 
volume), the idea of institutional evolution was (unlike institutions themselves) 
neglected as a serious research subject for economists. Was institutional change 
to be spontaneous once the macroeconomic environment was stabilized? Were 
explicit economic policies necessary to orient the society in a new direction? Or 
was the importation of rules and norms from Western countries sufficient to 
build the institutional basis for a market economy? 
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Perhaps more confounding about the approach to institutional change was the 
reality associated with the very idea of institutions: although there was lack of clarity 
about what an ‘institution’ really was (Hodgson, 2006; Hartwell, 2013), one definition 
that most researchers agreed upon was that institutions were immutable. That is, the 
key distinguishing factor between institutions and policies was the semi-permanent 
nature of institutions and the fact that any change that did occur happened either ata 
very slow pace (evolution or as a propagation process; see Witt, 1989 or North, 1993) 
or in such a sudden revolutionary manner as to be almost entirely stochastic (see 
Baumgartner and Jones 1993 in the American context). As Peters and Pierre (1998, 
p. 565) noted in an examination of public administration, there was thus a large 
‘structure-agency problem’ in that it was difficult to ‘relate change to presumably 
stable structures’ in any meaningful way. This idea of ‘path dependence’ continues 
to dominate economic and, in many cases, the political science literature regarding 
institutions and their changes (Streeck and Thelen, 2005). 

Given this difficulty of describing change in a semi-permanent institution, 
many economics researchers glossed over the idea of institutional reform alto- 
gether, treating institutional change as an exogenously-induced shock rather than 
an endogenous event (Aoki, 2007). Institutions were not supposed to change, 
ergo any change that did occur had to be caused by an external event (and, given 
the infrequency of such institutional changes, economists could be forgiven for 
keeping institutional change external to the system). Under this framework, 
economic policy could be conceived of as a short-term attempt to change macr- 
oeconomic variables, but institutions were a long-term occurrence that for the 
most part resisted the push and pull of economic policies; indeed, theoretical 
ruminations on ‘institutional stickiness’, or the tendency of institutions to revert 
to a mean after external influence, were mooted by Boettke et al. (2008) to explain 
the failure of institutions in sub-Saharan Africa.' To talk about ‘institutional 
reforms’ was to talk about a naturally occurring process, rather than something 
that policymakers could influence through policy changes - apart from the afore- 
mentioned revolution. 

Moreover, where analysis of institutional change did occur, it was often 
concentrated in a qualitative manner on a single institution, as any evolutionary 
changes were easier to track as part of a longitudinal study rather than a quan- 
titative comparison (for example, Grief, 1993 or Joshi et al., 2000). The idea of 
multiple institutional changes occurring at the same time, both reinforcing and 
influencing each other, was for the most part a bridge too far for economic anal- 
ysis. This was doubly so for any idea of conscious policy design to overhaul an 
entire institutional system, especially one that occurred simultaneously across 
countries and in the same direction (Raiser et al., 2001). 

Of course, the transformation in in the countries of Central and Eastern 
Europe (CEE) and the former Soviet Union (FSU) changed these pre-existing 
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conceptions of institutional change, as the transition was for the most part simul- 
taneously revolutionary and evolutionary, both endogenously generated and 
exogenously aided. Perhaps more troublingly, the transition process was also 
composed of a multitude of institutional reforms happening simultaneously, an 
event that had never been rigorously studied before and one that existing theoret- 
ical frameworks and methodologies had trouble incorporating. Indeed, at its core, 
the transition process from communism to capitalism was entirely dependent 
upon institutional reform, moving from formal and informal institutions that 
implemented central planning to those that facilitated a market economy. While 
the larger goals of transition may have to attain a better standard of living than 
existed under communism (including avoiding perpetual shortages, queues, and 
lack of consumer goods), the actual process of achieving these longer-term goals 
was inherently predicated on removing the communist-era economic and polit- 
ical structures and replacing them. Thus, while macroeconomic stabilization was 
an important part of the economic transition, the entire transformation of the 
economic system was built upon a foundation of institutional reform. 

The purpose of this chapter is to explore the evolving research and theoret- 
ical frameworks associated with the idea of institutional change and how our 
understanding of institutional reform has been affected by the transition from 
communism to capitalism. More importantly, we will also examine the differing 
processes of institutional change throughout transition economies and how insti- 
tutional reforms diverged between the CEE and FSU countries. What policies 
were pursued for institutional reform, and which worked? Are there lessons for 
other countries about to undergo transition? 


2 Institutional reforms: institutions, policies, and their interaction 

As noted earlier, a key trait of institutions that distinguishes them from policies 
is their air of permanence; this fact means that it was assumed (theoretically) 
that any institutional changes were more difficult to observe than mere policy 
shifts unless they were revolutionary (North, 1990). However, recent theoretical 
research into the nature of institutions has further refined this stark dichotomy 
into what Roland (2004) termed ‘slow-moving’ and ‘fast-moving’ institutions: 
slow-moving institutions include such things as culture, which change continu- 
ously but only very gradually, while fast-moving institutions can change rapidly 
and irregularly (as with political institutions). In Roland’s taxonomy, the idea of 
gradual versus revolutionary change still holds, but institutions are further delin- 
eated by their ability to change (thus, it would be difficult to imagine even a revo- 
lutionary event being able to change a country’s culture overnight). So while some 
institutions can be susceptible to either gradual evolution or sudden revolution, 
other institutions are actually more immutable and thus relatively isolated from 
all but the greatest cataclysms. 


156 Christopher A. Hartwell 


With this distinction in place, it is obviously better to focus on “fast-moving” 
institutions as the object of interest. However, even with this realization, theo- 
ries of institutions that categorize change into either gradual evolution or sudden 
revolution overlook the fact that there is indeed an intermediate bridge between 
the two states. In reality, all institutions are acted upon by policy, both past 
and current, as part of the process of evolution; institutions do not operate in a 
vacuum, but instead are shaped by their interactions with other institutions and, 
of course, policies. The results of these interactions may be the shaping of gradual 
changes or it may be the creation of revolutionary conditions, but the omnipres- 
ence of policy means that all institutions (even slow-moving ones) are going to be 
continually influenced by it. Thus, in this sense, ‘natural’ evolution is anything 
but ‘natural’, as governmental policy can be one of the key motivators for insti- 
tutional change with institutional reforms coming about because of an institu- 
tion’s reaction to prevailing policies in a specific country (see, for example, North 
and Weingast, 1996 and Krueger, 1996 for evidence on the adaptability of institu- 
tions to external changes). These changes are then properly seen as ongoing but 
subject to acceleration, a medium-term perspective that fills in the gap between 
the slowest-moving of institutions and revolution, discontinuous changes, or 
military subjugation (North, 1990). 

Moreover, and salient for our examination later on, not only would policies 
benignly affect institutions (in the sense that policies are not explicitly concerned 
with institutional change). More importantly, government policies could be specif- 
ically targeted to bring about institutional changes, shaping longer-term expec- 
tations and overtly forcing existing institutions to adapt (or, even more directly, 
creating new institutions). The levers of governmental policy in which institutional 
reform can be shaped are many and can include macroeconomic stabilization poli- 
cies, which created the environment for institutional change, or even direct legisla- 
tion to make specific institutions supersede all others (the elevation of sharia law 
in Afghanistan under the Taliban is an example of this route). However, Svenjar 
(2002) noted that there are generally two types of policies in reference to broader 
economic transition that have an impact on institutional changes: Type I poli- 
cies, which focused on macroeconomic stabilization, price liberalization, and the 
removal of earlier institutions (Svenjar, 2002, p. 5), and Type II policies, which 
created the basis for institutions, including the implementation of new laws and 
regulations, privatization, and policies explicitly concerned with creating new 
institutions (such as property rights law). Under this conception, while policies 
such as macroeconomic stabilization have a component that necessarily affects 
institutional evolution, it is really Type II policies that are focused on the reforms 
to build new institutions that have been absent (Dowling and Wignaraja, 2006). 

A further point needs to be mentioned at this juncture, and that is the reality 
that the influence runs in both directions. That is, not only are institutions 
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affected by policies, but the policies themselves can be changed, reversed, altered, 
or shifted due to institutions influencing the policy process (Jackson, 2010). 
This point is incredibly important when combined with another observation on 
Type II policies, which is that reforms themselves can work at differential paces, 
policies themselves being either slow-moving or fast-moving (McMillan, 1998); 
with a slower-moving reform, thus, it is likely that institutional influence has 
more time to act on the policy, resulting in different outcomes than those desired 
at the outset. In this scenario, politicians may come to move mountains, only to 
find themselves moved instead. 


3 Institutional reform in transition: complement to stabilization 

This theoretical basis sets the foundation for examining the processes of insti- 
tutional change in transition, and, crucially, the Type II policies that were put 
in place at the outset. It is important to note that Type II policies were indeed 
pervasive across the transition space, albeit to different extents. This is in direct 
opposition to a key tenet of early critiques of transition policy which held that 
‘institutions were neglected’ (Kotodko, 1999) or, rather, that institutional reforms 
were put on hold in favour of macroeconomic stabilization policies. Subsequent 
research (Hartwell, 2013) has disproven this idea, showing that not only was 
institutional reform not neglected in the vast majority of transition countries, but 
countries that did neglect parts of their institutional transformation suffered the 
worst in terms of economic outcomes. With this one debate settled, the question 
then becomes, what strategies were utilized, and what types of policies were used 
to push institutional reform in transition? 

A key fact to note is that, even under communism, institutional change occurred 
in a ‘gradual evolutionary’ phase (of course, the implementation of communism 
from 1917 to 1948 across the region had been a revolutionary phase), being shaped 
by the policies of the various communist governments in the CEE and FSU coun- 
tries. Thus, institutional reform did not begin in 1989 or 1991 from a blank slate, 
as many communist countries had already undertaken small-scale or piecemeal 
reforms on several different institutions during the 1980s (or even earlier), hoping 
to reform existing institutions or even create the conditions for more market- 
based institutions that were swept away in the early years of communism. For 
example, Hungary began to redefine the relation of enterprises and the state as 
early as 1968 (Bihari, 1985), a reform that accelerated throughout the 1980s (but 
not after a long period of reversals, see Kornai, 1986) with freeing of imports and 
important price reforms towards the end of the decade (Hare, 1991). Similarly, 
Poland undertook a ‘protracted transition’ (Poznanski, 1996), punctuated by two 
waves of decentralization reforms in 1981-1982 and 1987-1988 that gave more 
autonomy to enterprises and freeing parts of the labour market, but resulted in 
only limited institutional change (Lipton, et al., 1990). These early and concerted 
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Type II policies took place almost entirely in the absence of Type I policies, in 
that conventional macroeconomic stabilization was not even an option, but were 
definitely introduced in order to reform institutions that had already been put in 
place in prior years. 

However, despite these already-existing institutional changes, as noted above 
and in Raiser et al. (2001), it was not until 1989 that there was acceleration of 
institutional reforms in such a short period of time, across several countries, 
and in the same direction. Given the truly unprecedented nature of this event, 
it is not surprising that a blueprint was lacking on the ‘appropriate’ reforms to 
implement. But with the hindsight of nearly a quarter-century of transition away 
from communism, the relative successes become clearer, especially in relation to 
forcing institutional change. In the first instance, it appeared that, while Type I 
and Type II policies were in fact distinct (that is, macroeconomic stabilization is 
different than property rights law), they were inextricable: market institutions 
simply could not be built or arise in an environment of economic uncertainty, 
with the most threatening of all being (hyper)inflation. Given that the creation 
of a true free market requires the price mechanism, a bout of sustained infla- 
tion makes price calculations impossible, a severe cost even beyond the physical 
process of adjustment (‘menu costs’, in the words of Sheshinski and Weiss, 1977) 
or the welfare losses that accrue (Fischer and Modigliani, 1978). As Feige (1997, 
p. 30) noted, recourse to printing money in transition ‘disguised the relative price 
signals of the fledgling market economy with shocks to the general price level’, a 
dangerous situation where institution-building was supposed to be paramount. 

A brief exercise will illustrate this point, using data on 25 transition economies 
from 1989-1993.? Given the differing timelines for the economies of CEE and 
FSU in starting their transition, it is helpful to normalize the countries to ‘tran- 
sition time’ (as per Fischer and Sahay, 2000), where t = 0 is the year that transi- 
tion began. Average inflation rates were then computed for each country during 
years 0 and 1 of transition, when price liberalization was presumably under way. 
These inflation rates are then compared against institutional development in the 
second year of transition; institutional variables utilized for this exercise include 
(as in Hartwell, 2013) the extent of democracy, the changes in property rights, the 
European Bank for Reconstruction and Development (EBRD) indexes of both 
large-scale and small-scale privatization, and constraints on the executive. While 
by no means a definitive examination, the cross-correlations of the inflation with 
these institutional variables (shown in Table 8.1), confirms the hypothesis above, 
in that higher inflation strongly correlates with lower institutional development 
across all countries. Indeed, only democracy is the outlier, and then it is only 
marginally different from zero. Table 8.1 thus offers some more evidence that 
macroeconomic stabilization and institutional development, or, put another way, 
Type I and Type II policies, went hand-in-hand in the transition process. 
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Table 8.1 Correlation matrix of inflation and institutional development 


Distance in 
Property 
Rights 
Average Changes 
Inflation, EBRD EBRD Executive (contract- 


First2 LargeScale SmallScale Democracy Constraints intensive 
years Privatization Privatization (PolityIV) (PolityIV) money) 


Average Inflation, 1.00 

First 2 years 

EBRD LargeScale -0.53 1.00 

Privatization 

EBRD Small Scale -0.59 0.86 1.00 

Privatization 

Democracy 0.06 0.37 0.15 1.00 

(Polity IV) 

Executive -0.20 0.60 0.49 0.85 1.00 
Constraints 

(Polity IV) 

Distance in -0.32 0.72 0.77 0.51 0.81 1.00 
Property 

Rights Changes 

(contract- 

intensive money) 


Source: Author's calculations based on data from World Bank World Development Indicators (WD)), 
EBRD Transition Indicators, Polity IV, and International Monetary Fund International Financial Statistics. 
Average inflation measures annual growth of consumer price index averaged over years 0 and 1 of 
transition. Other indicators are taken from year 2 of the transition. EBRD Indicators are ranked on 

a scale from 1 to 4.33, with 4.33 being highest levels of privatization; Polity IV indicators are scaled 
from 0-10, with 10 being full participatory democracy; and contract-intensive money is computed 

as in Clague et al. (1996, 1999) and Hartwell (2013) as the percentage of money held inside the formal 
banking sector as a percentage of all money, where higher percentages proxy for more property 
rights. The distance indicator here is how much property rights have changed since time t=0. 


Beyond inflation, however, the issue of stabilization and institutional reform 
being linked also has a broader theoretical basis. Balcerowicz (1995) formu- 
lated the idea of ‘indivisibility of reform’ in that the transition process itself 
can only succeed if mutually-reinforcing policies are pushed simultaneously. 
In his example, price liberalization and dismantling of the communist systems 
(Type I policies) were necessary to avoid controlled industries lobbying against 
reforms, while macroeconomic stabilization was needed to avoid inflationary 
pressures; as noted above, Type II policies also needed macroeconomic stabi- 
lization to come to fruition, but Balcerowicz (1995, p. 320) correctly notes that 
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continued macroeconomic stabilization was possible only if the Type II policies 
proceeded as well. Hybrid systems or the continuation of Soviet-era institutions 
now charged with overseeing a market economy would lead to neither the macr- 
oeconomic stability needed nor the institutional reforms critical for completing 
the transition. 


4 Managing expectations 

From a practical standpoint, and noting that Type I and Type II policies in transi- 
tion needed to progress simultaneously, the policies thus put in place in the first 
years were crucial to the success of institutional reforms (some researchers have 
even argued that, given the differing maximum speed of reforms, Type II poli- 
cies should have even preceded the stabilization; see Elliott, 1997). This need for 
swift institutional reforms - or rather, the swift implementation of policies to 
affect institutional development - can be traced directly to the role of expecta- 
tions in transition. Much like inflationary expectations can influence the actual 
path of inflation by altering policymakers’ future actions (Pearce, 1979; Figlewski 
and Wachtel, 1981), transition itself can be an event whose outcome is not pre- 
determined. In particular, if institutional reform has gone slowly in the past, what 
guarantee is there that this process will be seen through to the end? Under imper- 
fect information and a host of unknown variables, institutions and individuals 
may adopt a ‘wait-and-see’ approach, with little change or reform until the path 
of transition is irreversible. 

This approach also implicitly acknowledges a point that has been somewhat 
neglected in our talk of institutional change, and that is the transaction cost of 
change. While (especially economic) institutions have been described somewhat 
by their ability to mitigate or exacerbate transaction costs (North, 1987 and 1990; 
Coase, 1998; Greif and Laitin, 2004), institutional change itself can be delayed by 
the high transaction cost of reform (DiMaggio and Powell, 1991; Knight, 1995). 
Institutions themselves have inertial tendencies, and the cost of changing rules, 
norms, and behaviours may mean that the institution will continue on unless 
benefits outweigh costs (Lin, 1989). In an entire society in flux, with changes 
occurring at the legal and cultural levels, both formally and informally, a single 
institution’s rules may not be influenced by the vortex outside until it appears that 
this institution must change. Put another way, exogenous shocks may force insti- 
tutional evolution, but the shock itself must be concentrated and not diffuse. In 
the tumult of transition, given the presence of transaction costs for an institution 
changing and uncertain benefits to any change, inertia will continue to win the 
day until the benefits become clear (Lin, 1989). If there is an expectation that any 
shock such as transition will be merely transient (as the literature has made clear 
in regards to inflation), with benefits uncertain, real behaviour in the long-run 
will not be altered and institutions will not reform.* 
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A poignant example of the role of expectations formation in determining 
institutional outcomes comes from Ukraine, where the transition was halting 
and institutional reform is still incomplete after nearly a quarter-century. With 
the dissolution of the Soviet Union on Christmas Day in 1991, the Ukrainian 
SSR became Ukraine, an independent and sovereign nation. For the most part, 
however, this was all that changed: ‘until the end of 1994, Ukraine had not had a 
sustained attempt at economic liberalization... state-imposed restrictions, inter- 
ventions and distortions in the foreign exchange, trade, and pricing regimes, were 
extreme over much of the late-1991 to 1994 period’ (Kaufmann and Kaliberda, 
1996, p. 86). Leonid Kravchuk, the head of the Ukrainian SSR and subsequently 
first President of the country, avoided sweeping economic reforms in favour of the 
only economic policy he knew, creating a ‘a smaller version of the Soviet economy 
instead of a true market economy’ (Wilson, 2013, p. 1). Indeed, Kravchuk’s lead- 
ership was more focused on consolidating his own political base, with economic 
reforms subordinate to his goals of solidifying his grip on power: an example of 
this was the high redistribution of GDP through the national budget (estimated 
between 51-63% of all GDP in the country between 1992 and 1996) at a time 
when hyperinflation was decimating the real economy (Kravchuk, 1998). 

A deeper look at the Ukrainian experience in the early years shows that 
the reality was even worse than this broad overview might suggest. A crucial 
depressing fact for the development of institutions in Ukraine was that macroeco- 
nomic stabilization was actually attempted in the country in October 1992, with 
interest rates raised sharply, de-indexation of wages, and privatization of state 
housing stock the key tenets of reform (Pynzenyk, 1994). However, these various 
policies were abruptly reversed in a populist wave in May 1993, with re-indexa- 
tion of wages, a tripling of the minimum wage, increases in tax rates, imposition 
of administrative price controls, and subsequently out-of-control money growth 
(M2) of 74.6 per cent per quarter (Kravchuk, 1998). As Pynzenyk (1994, p. 200) 
correctly noted, ‘the economic crisis was due not to reforms, but to the absence 
of reforms’ (my emphasis), but in such an environment, where macroeconomic 
stabilization was not achieved until much later and Soviet-style planning still 
reigned supreme, there was no incentive for institutions to reform. 

In reality, the lack of sustained stabilization meant there was a much larger 
disincentive for institutions to change, as reforms that were so easily reversed could 
have disastrous consequences for institutions that had moved on. An example of 
this involved the core tenet of transition, the expansion of the private sector at 
the expense of the state sector. Here, as elsewhere, the divergence between legisla- 
tion and administration was quickly apparent, as the ‘Law on Entrepreneurship 
was adopted in February 1991, although recognition of the contribution and of 
the needs of small firms was not a prominent feature of government policy in the 
country in the early 1990s’ (Smallbone et al., 2010). More troublingly, while the 
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private sector was legal after the dissolution of the Soviet Union, businesses found 
that exercising this right caused no end to headaches. As detailed in Kaufmann 
and Kaliberda (1996), Ukrainian businesses responded that they had to spend 
an average of US $2,000 to evade pervasive licensing requirements (rising to an 
average of US $12,000 in Kyiv), with additional payments going to ‘fixers’ to deal 
with administrative burdens. Firms that had operated in the shadow economy 
had little incentive to come into the formal economy, while the continued top- 
down planning from the Ukrainian government meant that broader-based insti- 
tutional reform was impossible. 


5 Institutional reforms: political, economic, chicken, egg 

The story of Ukraine and, indeed, most of the former Soviet Union, points to 
a final truth regarding the institutional reforms undertaken in transition. 
Macroeconomic stabilization may have been a necessary but not sufficient 
precursor to institutional development, but it also appears that political institu- 
tional reform was also necessary to create the environment (and expectations) 
where Type II policies would succeed. That is, economic institutional reform was 
dependent on concurrent political reform, albeit not necessarily in the sense of 
merely holding elections; as Ukraine (and Russia) show, elections can be held, 
but they do not necessarily mean a change in ruling class, philosophy, or liber- 
alization of the political process. More important is the transition of the entire 
range of political institutions, including reform of the (or establishment of a) 
constitution, reduction of executive power, allowance for political pluralism and 
access to the political process, freedom of speech and assembly, and establish- 
ment and sustainability of a free (including an opposition) press. A glimpse of 
this can be seen in Table 8.1, where the correlation between property rights and 
executive constraints is very high (0.81), while overall democracy is somewhat 
lower (0.51). And while other work (Hartwell, 2013) has shown that political 
institutional reform does not per se cause or need to precede economic reform, 
it is undeniable that political change in transition went hand in hand with insti- 
tutional change. 

As just mentioned, Ukraine is a stark example of this reality, but the entire 
former Soviet space is an example of how lack of political change shaped expecta- 
tions for other institutional changes. In 2002, a full decade after the dissolution 
of the Soviet Union, Kazakhstan, Kyrgyzstan, Turkmenistan, and Uzbekistan 
had the same leader as they did prior to transition, while Azerbaijan, Belarus, 
and Tajikistan had rulers that either ascended shortly after the Soviet Union 
fell apart, were themselves communist functionaries, or both. From the vantage 
point of 2012, 20 years later, Kazakhstan and Uzbekistan had the same leaders as 
during the USSR (with succession in Turkmenistan only because of the death of 
Saparmurat Niyazov), with a family dynasty set-up in Azerbaijan and a myriad 
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of constitutional changes in Belarus and Tajikistan to keep the same leaders in 
power. 

Indeed, the CIS region is well-represented in the list of longest-serving leaders 
(Table 8.2), but these countries also have had some of the worst institutional 
progress. A composite index of institutional indicators as in Hartwell (2013) is 
shown in the last column of Table 8.2, ranging from -2.69 to 2.47, with higher 
numbers signifying more institutional progress in both large- and small-scale 
privatization, as well as financial sector reform and property rights. While 
Kyrgyzstan scored well by 2005, when Askar Akaev was ousted from power, and 
Russia and Kazakhstan ranked comparatively better than other countries on the 
list, some of the lowest institutional scores come from long-serving leaders (or 
their sons). More importantly, even the best-scoring economy, Kyrgyzstan in 
2005, had less institutional progress than Estonia or Poland in 1994 (1.15) or the 
Czech Republic in 1993 (1.70), only a few years after transition began. By 2005, 
Kyrgyzstan was theoretically in its 13th year of transition. 


Table 8.2 Political longevity and institutional change in the former Soviet Union 


EBRD 
Institutional 
Length of Tenure Reform 

Name Country Office Tenure Began as of April 27, 2014 Index 
Nursultan Kazakhstan First Secretary/ June 22, 1989 24 years, 309 days 0.95 
Nazarbayev President 
Islam Uzbekistan First Secretary/ June 23, 1989 24 years, 308 days -0.17 
Karimov President 
Emomalii Tajikistan President November 19, 21 years, 159 days 0.38 
Rahmon(ov) 1992 
Saparmurat Turkmenistan  FirstSecretary/ September 21, 21 years, 0 days* -2.01 
Niyazov President 1985 
Alexander Belarus President July 20, 1994 19 years, 281 days -0.84 
Lukashenko 
Vladimir Russia President August 9,1999 14 years, 261 days 0.95 
Putin 
Askar Kyrgyzstan President October 27, 1990 14 years, 162 days** 1.12 
Akaev 
Ilham Azerbaijan Prime Minister/ August 4,2003 10 years, 266 days 0.02 
Aliyev President 
Heydar Azerbaijan President June 24, 1993 10 years, 131 days*** 0.02 
Aliyev 


Source: Various national websites, Hartwell (2013). EBRD Index is first principal component of an index 
containing large-scale and small-scale privatization, bank reform, and property rights. *Niyazov died 
(officially) on 21 September 2006. EBRD Index is for 2006. **Akaev was ousted in 2005, Index is for 
2005. ***Aliyev the elder died on 31 October 2003, EBRD Index is for 2003. 
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Again, while not a rigorous examination of the quantitative link between 
political reform and economic institutional change, the preponderance of former 
Soviet states here does show the reinforcing nature of political change with expec- 
tations in transition. In fact, given the dominance of the communist party (as 
the only legal political entity) under central planning, it stands to reason that the 
continuation of rule by a (now formerly) communist leader would not inspire 
much confidence in any other transition process (for a quantitative examination 
of this reality, see Hartwell, 2013). In this case, for leaders with a long communist 
past, expectations would thus be for a continuation of those policies rather than 
any radical divergence, even in the absence of orders from Moscow. For many 
former Soviet countries, thus, what occurred in 1992 may have been independ- 
ence, but it was not necessarily transition. 

A further piece of evidence buttressing this point comes from the fact that 
this independence was exogenously granted, an event that could have determined 
both the political transition (or lack thereof) and the economic institutional 
reforms in the region. In the former Soviet Union, independence came about 
as a collapse from the centre, meaning there was no home-grown movement to 
push for political independence, and thus transition; for example, Kazakhstan 
declared its sovereignty at the end of 1990, but it wasn’t until the dissolution of 
the Soviet Union that the country became independent (the last Soviet republic 
to do so). By contrast, in countries like Poland and the Czech Republic, opposi- 
tion leaders struck bargains with the communist-era leaders for political change 
as part of the transition, consciously setting in motion the political institutional 
changes that were necessary for economic institutional reform. There were no 
bargains for opposition to take over in Tajikistan, Kyrgyzstan, or Ukraine, and 
thus little change politically. This then translated into little movement on institu- 
tional reform, all but guaranteeing that institutional change, when it did occur, 
would be discontinuous: the Rose Revolution in Georgia, followed by the Orange 
Revolution in Ukraine and the Tulip Revolution in Kyrgyzstan, demonstrates 
this. 

Finally, from a public choice perspective as well, there are reasons why political 
transition and economic institutional reform would be intertwined. Expectations 
by institutions regarding policy changes may be grounded in the experience of 
previous actions by communist leaders who were still in power, a wholly rational 
approach when one considers the incentives of (formerly) communist-era appa- 
ratchiks under communism. However, a politician who rose to the highest reaches 
of power under the communist system also has a strong incentive to continue at 
least a country’s political structure in a somewhat similar form, in order to retain 
this power (in other words, a politician successful under one system would be less 
likely to change that system to one that he is not necessarily guaranteed success 
under). Similarly, despite the egalitarian ideals of communism, many regional 
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(now national) leaders formed their political base on an economic one, with 
close ties to prominent managers and families to ensure that political power was 
unchallenged. 

As communism transitioned to capitalism, politicians needed to re-secure this 
economic base, a process that could have been accomplished via corruption or state 
favours; in Ukraine, for example, ‘widespread corruption allowed the executive to 
concentrate political power because he controlled key patronage resources’ (Way, 
2005, p. 191). Another common route for political consolidation was the privatiza- 
tion process, where insider sales, the offering of low-priced assets, or promises of 
monopoly power after sale created oligarchs with a debt to pay to the politician 
that got them there (Kaufmann and Siegelbaum, 1996). In recreating an economic 
basis of political power, politicians were thus able to stunt institutional reforms in 
favour of state-captured capitalism (Gryzmala-Busse, 2008), or, more accurately, 
an anarchic form of crony capitalism that depended upon favours from the leader 
instead of proper market mechanisms (Frydman et al., 1998). In this situation, 
observed in many of the former Soviet countries, institutional reform would have 
been a threat to the established powers-that-be (Hellman et al., 2000), especially in 
the first few years, when it was unclear which direction a fledgling country would 
take.* Thus, institutional reform was held off in order to give the prevailing elites 
time to secure their own riches (Vachudova, 2005) before any broader Type II poli- 
cies could be undertaken. In such a situation, it was even quite possible for the 
transitioning country to have enacted Type I reforms, and have seen a modicum of 
stabilization, without ever moving to the necessary Type II policies, and leaving a 
country in a sub-optimal trap of its own making. 


6 Conclusion 
The story of institutional reform in transition economies is still being written, but 
several lessons were learned during the process that have informed broader theo- 
retical understanding of the concept of institutional change. In the first instance, 
institutional reform did not begin with the formal transition process, as many 
communist countries in the 1980s began tentative, piece-meal, or small-scale 
institutional reforms in an attempt to revitalize their economies. While there 
were varying degrees of success, these examples showed that institutional reform 
is not a discrete event but a continuous process. However, institutional reforms 
were also doomed to failure until there was a concerted effort along a broad front 
that also included macroeconomic stabilization. Put simply, 1993 could not have 
happened in Central and Eastern Europe had there not been the events of 1989- 
1991, as institutional reform required the tough macroeconomic policies that 
were put in place at the beginning of transition. 

Additionally, another key lesson is that the transition of institutions that 
accompanied macroeconomic stabilization was indeed dependent upon these 
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broad-sweeping institutional reforms being enacted quickly; in most cases, 
during the first or no later than the second year of transition. Countries that 
held off on critical institutional reforms, as throughout the former Soviet Union, 
saw worse economic outcomes in the short-run and much slower (if any) institu- 
tional reforms over the longer-term. Finally, the reform of economic and political 
institutions appeared to necessarily go hand-in-hand in transition economies, as 
countries that moved the fastest and furthest in their political reforms also set 
the stage for lasting economic institutions. This reality was related to formation 
of expectations, as the concurrent political reform sent a signal that the previous 
regime (i.e. communism) would not be back in power any time soon. While the 
correlation between politics and economics is not necessarily as strong elsewhere 
in the world, for the transition economies of CEE and FSU, it appears to be quite 
vigorous, especially when evaluated across the former Soviet Union. These lessons 
suggest that countries looking to enact institutional reforms in the future should 
consider a broad-based and fast approach, in order to successfully shape expecta- 
tions and create momentum for reform. 


Notes 

1. To be clear, Boettke, et al. (2008) did not argue that institutions were independent of 
policies; they instead were arguing that institutional change is a function of prior period 
interactions and that not all policies can successfully alter an institution’s path. 

2. The countries included in this dataset are Albania, Armenia, Azerbaijan, Belarus, 
Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Hungary, Kazakhstan, Kyrgyzstan, 
Latvia, Lithuania, Moldova, Mongolia, Poland, Romania, Russia, Slovakia, Slovenia, 
Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. 

3. This concept of being able to alter expectations is also known as ‘credible commitment’, a 
concept used heavily by Williamson (2000). 

4. There is some evidence that it was not full-fledged institutional reform that was opposed 
by these political manoeuvres, merely a collection of specific initiatives, depending upon 
the interest involved (Hellman, 1998). 


References 

Aoki, M. (2007). ‘Endogenizing institutions and institutional changes’. Journal of 
Institutional Economics, 3(1), 1-31. 

Balcerowicz, L. (1995). Socialism, Capitalism, Transformation (Budapest: Central European 
University Press). 

Baumgartner, F.R. and B.D. Jones (1993). Agendas and Instability in American Politics 
(Chicago: University of Chicago Press). 

Bihari, P. (1985). “Hungary: Towards a Socialist Market Economy?’ Studies in Political 
Economy, 18(1), 13-37. 

Boettke, P.J., C.J. Coyne, and P.T. Leeson (2008). ‘Institutional stickiness and the new 
development economics’. American Journal of Economics and Sociology, 67(2), 331-358. 

Clague, C., P. Keefer, S. Knack, and M. Olson (1996). ‘Property and contract rights in 
autocracies and democracies’. Journal of Economic Growth, 1(2), 243-276. 


Institutional Reform 167 


Clague, C., P. Keefer, S. Knack, and M. Olson (1999). ‘Contract-intensive money: contract 
enforcement, property rights, and economic performance’. Journal of Economic Growth, 
4(2), 185-211. 

Coase, R. (1998). “The new institutional economics’. American Economic Review, 88(2), 72-74. 

DiMaggio, P.J. and W.W. Powell (1991). The New Institutionalism in Organizational Analysis 
(Chicago: University of Chicago Press). 

Dowling, M. and G. Wignaraja (2006). ‘Central Asia after Fifteen Years of Transition: 
Growth, Regional Cooperation, and Policy Choices’. ADB Working Paper Series on 
Regional Economic Integration, 3 (Manila, Philippines: Asian Development Bank). 

Eggertsson, T. (1990). Economic Behavior and Institutions (Cambridge: Cambridge 
University Press). 

Elliott, J.E. (1997). “The role of institutional change in post-Communist transition’. 
International Journal of Social Economics, 24(7), 859-872. 

Feige (1997). ‘Underground activity and institutional change: productive, protective and 
predatory behavior in transition economies’ in J. M. Nelson, C. Tilly and L. Walker (eds), 
Transforming Post-Communist Political Economies (Washington DC: National Academies 
Press), 21-34. 

Figlewski, P. and F.P. Wachtel (1981). “The formation of inflationary expectations’. The Review 
of Economics and Statistics, 63(1), 1-10. 

Fischer, S. and F. Modigliani (1978). “Towards an understanding of the real effects and costs 
of inflation’. Review of World Economics (Weltwirtschaftlichesiv), 114(4), 810-833. 

Fischer, S. and R. Sahay (2000). “The transition economies after ten years’. NBER Working 
Papers, WP/7664 (Cambridge, MA: National Bureau of Economic Research). 

Frydman, R., K. Murphy, and A. Rapaczynski (1998). Capitalism with A Comrade’s Face: 
Studies in The Post-communist Transition (Budapest: Central European University Press). 

Greif, A. (1993). ‘Contract Enforceability and Economic Institutions in Early Trade: the 
Maghribi Traders’ Coalition’. American Economic Review, 83(3), 525-548. 

Greif, A. and D.D. Laitin (2004). ‘A theory of endogenous institutional change’. American 
Political Science Review, 98(04), 633-652. 

Gryzmala-Busse, A.M. (2008). “Beyond Clientelism: Incumbent State Capture and State 
Formation’. Comparative Political Studies, 41(4), 638-673. 

Hare, P.G. (1991). ‘Hungary: In transition to a market economy’. Journal of Economic 
Perspectives, 5(4), 195-201. 

Hartwell, C.A. (2013). Institutional Barriers in the Transition to Market: Explaining 
Performance and Divergence in Transition Economies (Basingstoke: Palgrave 
Macmillan). 

Hellman, J.S. (1998). ‘Winners take all: the politics of partial reform in postcommunist 
transitions’. World Politics, 50(2), 203-234. 

Hellman, J.S., G. Jones, and D. Kaufmann (2000). ‘Seize the State, Seize the Day: State 
Capture, Corruption and Influence in Transition’. Policy Research Working Paper, 
WP/2444 (Washington D.C.: The World Bank). 

Hodgson, G.M. (2006). ‘Economics and institutions’. Journal of Economic Issues, 40(1), 1-25. 

Jackson, G. (2010). ‘Actors and Institutions’ in G. Morgan, J. Campbell, C. Crouch, O. 

K. Pedersen and R. Whitley (eds) The Oxford Handbook of Comparative Institutional 
Analysis (New York: Oxford University Press), 63-86. 

Joshi, N.N., E. Ostrom, G.P. Shivakoti, and W.F. Lam (2000). ‘Institutional opportunities and 
constraints in the performance of farmer-managed irrigation systems in Nepal’. Asia- 
Pacific Journal of Rural Development, 10(2), 67-92. 


168 Christopher A. Hartwell 


Kaufmann, D. and A. Kaliberda (1996). ‘Integrating the unofficial economy into the 
dynamics of post-socialist economies’ in B. Kaminski (ed.) Economic transition in Russia 
and the new states of Eurasia, vol. 8 (New York: M.E. Sharpe), 81-120. 

Kaufmann, D. and P. Siegelbaum (1996). ‘Privatization and corruption in transition 
economies’. Journal of International Affairs, 50(2), 419-458. 

Knight, J. (1995). ‘Models, Interpretations, and Theories: Constructing Explanations of 
Institutional Emergence and Change’ in J. Knight and I. Sened (eds) Explaining Social 
Institutions (Ann Arbor: the University of Michigan Press), 95-120. 

Kotodko, G. (1999). “Ten Years of Post-Socialist Transition Lessons for Policy Reform’. Policy 
Research Working Paper, WP/2095 (Washington D.C.: The World Bank). 

Kornai, J. (1986). “Ihe Hungarian reform process: visions, hopes, and reality’. Journal of 
Economic Literature, 24(4), 1687-1737. 

Kravchuk, R.S. (1998). “Budget Deficits, Hyperinflation, and Stabilization in Ukraine, 
1991-96’. Public Budgeting and Finance, 18(4), 45-70. 

Krueger, A.O. (1996). ‘Regulation in a Dynamic Setting’ in A. Alston, T. Eggertsson, and 
D. C. North (eds) Empirical Studies in Institutional Change (New York: Cambridge 
University Press), 166-168. 

Lin, J.Y. (1989). ‘Economic Theory of Institutional Change: Induced and Imposed Change’. 
Cato Journal, 9(1), 1-33. 

Lipton, D., J. Sachs, S. Fischer, and J. Kornai (1990). ‘Creating a market economy in Eastern 
Europe: The case of Poland’. Brookings papers on economic activity, 1, 75-147. 

McMillan, J. (1998). ‘Managing Economic Change: Lessons from New Zealand’. The World 
Economy, 21(6), 827-843. 

North, D.C. (1993). ‘Institutional change: a framework of analysis’ in S-E. Sjéstrand (ed) 
Institutional Change: Theory and Empirical Findings (New York: M.E. Sharpe), 35-46. 

North, D.C. (1990). Institutions, Institutional Change, and Economic Performance 
(Cambridge: Cambridge University Press). 

North, D.C. (1987). ‘Institutions, transaction costs and economic growth’. Economic Inquiry, 
25(3), 419-428. 

North, D.C. and B. Weingast (1996). ‘Constitutions and Commitment: The Evolution of 
Institutions Governing Public Choice in Seventeenth-century England’ in A. Alston, T. 
Eggertsson, and D. C. North (eds) Empirical Studies in Institutional Change (New York: 
Cambridge University Press), 134-165. 

Pearce, D.K. (1979). ‘Comparing survey and rational measures of expected inflation: Forecast 
performance and interest rate effects’. Journal of Money, Credit, and Banking, 11(4), 
447-456. 

Peters, B.G. and J. Pierre (1998). ‘Institutions and time: Problems of conceptualization and 
explanation’. Journal of Public Administration Research and Theory, 8(4), 565-584. 

Poznanski, K.Z. (1996). Poland’s Protracted Transition: Institutional Change and Economic 
Growth, 1970-1994 (Cambridge: Cambridge University Press). 

Pynzenyk, V. (1994). ‘Ukrainian economic reforms: reflections on the past and the future’. 
Economic Policy, 9(19-Supplement), 198-204. 

Raiser, M., M. Di Tommaso, and M. Week (2001). “Ihe Measurements and Determinants 
of Institutional Change: Evidence from Transition Economies’. EBRD Working Papers, 
WP/60 (London: European Bank for Reconstruction and Development). 

Roland, G. (2004). ‘Understanding institutional change: fast-moving and slow-moving 
institutions’. Studies in Comparative International Development, 38(4), 109-131. 

Sheshinski, E. and Y. Weiss (1977). ‘Inflation and costs of price adjustment’. Review of 
Economic Studies, 44(2), 287-303. 


Institutional Reform 169 


Smallbone, D. F. Welter, A. Voytovich, and I. Egorov (2010). ‘Government and 
entrepreneurship in transition economies: the case of small firms in business services in 
Ukraine’. The Service Industries Journal, 30(5), 655-670. 

Streeck, W. and K. Thelen (2005). ‘Introduction: Institutional change in advanced political 
economies’ in W. Streeck and K. Thelen (eds) Beyond Continuity: Institutional Change in 
Advanced Political Economies (New York: Oxford University Press), 3-39. 

Svejnar, J. (2002). “Transition Economies: Performance and Challenges’. Journal of Economic 
Perspectives, 16(1), 3-28. 

Vachudova, M.A. (2005). Europe Undivided: Democracy, Leverage, and Integration after 
Communism (New York: Oxford University Press). 

Way, L.A. (2005). “Rapacious individualism and political competition in Ukraine, 1992- 
2004. Communist and Post-Communist Studies, 38(2), 191-205. 

Williamson, O.E. (2000). “The new institutional economics: taking stock, looking ahead’. 
Journal of Economic Literature, 38(3), 595-613. 

Wilson, A. (2013). ‘Ukraine’ in I. Coleman and T. Lawson-Remer (eds) Pathways to Freedom: 
Political and Economic Lessons from Democratic Transitions (New York: Council on 
Foreign Relations Press), 181-200. 

Witt, U. (1989). “The evolution of economic institutions as a propagation process’. Public 
Choice, 62(2), 155-172. 


9 


Property Rights in Transition Countries 
Christopher A. Hartwell 


Abstract 

The development of property rights is the most important institutional reform 
in the transition from communism to capitalism but has been comparatively 
neglected in some countries in favour of other institutions. This chapter looks at 
the theoretical basis behind the determination of property rights more broadly, 
and how these various theories apply (or do not apply) in a transition context. We 
also examine closely the experience of various transition countries and how prop- 
erty rights protection diverged across economies. The key result of this examina- 
tion is that property rights illustrate the ‘indivisibility of reforms’ in transition, 
but that there must be a concerted effort to continually protect these rights as 
other, mainly political, institutions grow around them. 


Keywords: Property Rights, Transition, Transaction Costs, Democracy 


1 Introduction 
The fundamental basis of a market economy is the protection of the right to 
private property. The creation or (in reality) expansion of property rights allows 
for long-term investment, development of relationships with suppliers and 
producers, creation of contracting mechanisms with the force of law, the ability to 
engage in business and personal relationships with protection against capricious 
and arbitrary interference, and general protection of economic freedom (Hayek, 
1944). Perhaps more importantly, in a business sense, property rights allow for 
the development of an economy beyond clan or familial relations and into larger- 
scale production; with secure property rights, an individual or a firm may do 
business with people who are not directly related to them, as well as conferring a 
layer of anonymity on transactions (a shopkeeper doesn’t need to know who his 
customers are, and in most cases, doesn’t want to know, nor does the customer 
need to know who the shopkeeper is). 

Under the communist regimes that ruled the region from various times between 
1917 and 1991, property rights were explicitly outlawed, in line with Marx and 
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Engel’s (1848) admonishment to change all private property into common prop- 
erty for the social good. Despite this prohibition, there was some allowance for 
private ownership even in the Soviet Union (Maggs, 1961), and eventually private 
commerce at the smallest-scale did occur, albeit at varying levels across the 
communist world (see Table 9.1). However, the explicit protection of private prop- 
erty was never a priority for communist governments, and the limited ‘rights’ that 
were exercised — often through the shadow economy (Feldbrugge, 1984) -— were 
not extensive enough to form the basis of large-scale business. In fact, the shadow 
property rights that existed acted as a substitute for the official communist system 
and in many ways plugged the many holes that the communist society created 
(Golovin and Shokhin, 1990; Clark, 1993). 


Table 9.1 Extent of the private sector before the collapse of communism 


Earliest Year for Private sector 


Year Preceding Private sector Private Sector share of 
Country Transition share of GDP, % Employment Data employment, % 
ALBANIA 1991 5 1992 1.80 
BELARUS 1991 5 1995 6.80 
CZECH REPUBLIC 1989 5 1990 7.00 
HUNGARY 1989 5 1992 81.40 
KAZAKHSTAN 1991 5 1998 73.00 
RUSSIA 1991 5 1992 30.00 
SLOVAKIA 1989 5 1989 17.50 
AZERBAIJAN 1991 10 1992 35.60 
BULGARIA 1989 10 1990 5.90 
ESTONIA 1991 10 1992 37.90 
GEORGIA 1991 10 1996 65.00 
LATVIA 1991 10 1994 58.00 
LITHUANIA 1991 10 1992 41.30 
MOLDOVA 1991 10 1992 6.00 
SLOVENIA 1990 10 1991 12.00 
TAJIKISTAN 1991 10 1995 53.00 
TURKMENISTAN 1991 10 1997 18.00 
UKRAINE 1991 10 1998 25.80 
UZBEKISTAN 1991 10 1992 42.70 
CROATIA 1990 15 1991 19.00 
FYR MACEDONIA 1992 15 1996 4.00 
KYRGYZSTAN 1991 15 1995 39.80 
ROMANIA 1990 15 1991 34.00 
SERBIA 2000 19 1993 9.90 
ARMENIA 1991 30 1992 41.10 
POLAND 1989 30 1990 47.90 


Source: EBRD Structural Indicators, OECD database, IMF Staff Reports, World Bank ECA Privatization 
and Restructuring Database. 
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Given the centrality of property rights to the market economy, the creation 
or expansion of property rights thus became a key goal of institutional reform 
in the transition from communism to capitalism in Central and Eastern Europe 
(CEE) and the former Soviet Union (FSU). This chapter examines the success or 
failure of these reforms, detailing the evolution of property rights in transition 
with particular reference to broader theories on the creation of property rights 
and how these rights interacted with other institutions in flux. With the hindsight 
of over 20 years of experience, we will also examine the divergence in imple- 
mentation of these rights across the transition space. Which theories of property 
rights determination can help to explain the divergence in performance? And 
what remains to be done? 


2 Definition: what is a property right? 

In order to spot property rights in action (and, more critically, to assess success 
or failure in their implementation), it is necessary to have a correct definition of 
what ‘property rights’ actually are. According to Ostrom and Hess (2010), ‘A prop- 
erty right is an enforceable authority to undertake particular actions in specific 
domains. The rights of access, withdrawal, management, exclusion, and aliena- 
tion can be separately assigned to different individuals as well as being viewed as 
a cumulative scale moving from the minimal right of access through possessing 
full ownership rights’. This comprehensive definition encompasses many of 
the attributes of property rights, including, crucially, the ability to exclude, but 
neglects the key role of transferability: not only can a property right be exer- 
cised through management or exclusion, but it can also be exercised through the 
trading of the underlying good or property with others (Tietenberg, 1992). Thus, 
a complete definition of property rights must acknowledge that the owner of said 
property can do what they like with it, including give it away, sell it, or bequeath 
it to others upon the owner’s own demise. 

Following from North’s (1990, p. 3) definition of institutions as ‘the rules 
of the game’ and Hartwell’s (2013a, p. 17) further elucidation of institutions as 
‘constraints and behavioral guidelines enforced by either formal or informal 
means external to the individual’, it is plain to see that as Weimer (1997) correctly 
notes property rights can be thought of as an institution in their own right. This 
classification has been made by, among others, Coase (1960), Demsetz (1967), and 
Alchian (1977), placing property rights correctly in the pantheon of economic 
institutions that make up a market economy, and as an institution, property 
rights are influenced by and influence other institutions, both in the economic 
realm but particularly in the political sphere. Indeed, property rights may also be 
properly understood as a guarantee against interference from either other indi- 
viduals or, more commonly, against intervention or expropriation by the state 
(Acemoglu and Johnson, 2005). Property rights thus serve a dual purpose of using 
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(although not necessarily needing) the state for enforcement while also guarding 
against the state’s own encroachment on the individual’s property. 

However, there is some semantic disagreement on this facet of property rights, 
which is perhaps why Ostrom and Hess (2010) do not include it in their other- 
wise-comprehensive definition. Acemoglu and Johnson (2005) have ‘unbundled’ 
these two attributes into two different classifications: ‘property rights institu- 
tions’, which protect against expropriation, and ‘contracting institutions’, which 
enable the usage or transfer of property. Examined closely, this partition appears 
to be an artificial distinction, as contracting institutions are meant to protect the 
rights of the individual vis a vis other individuals via a formal vehicle, but they 
also protect the individual’s rights via broader and more informal contractual 
issues (such as protection against a neighbour’s infringement over time). That is, 
barbed wire is not just a protection of current contractual obligations (right to 
land), but a protection against infringement in the future. There is little difference 
between this contractual facet of property rights and protection against the state, 
as protection against the state is a broader, all-encompassing protection divorced 
from a specific transaction. In both examples, the goal is the same: allowing the 
unhindered execution of a natural right against external actors. Contracting 
against a neighbour's infringement and contracting against the state’s infringe- 
ment are two sides of the same coin.’ 

Finally, if property rights are conceived us as protection from infringement, 
they also must define ‘who must compensate whom if damages occur’ (Anderson 
and Huggins, 2009, p. 2). To bring us full-circle to Ostrom and Hess (2010), this 
is the ‘enforceability’ portion of their definition, in that the terms of transgres- 
sion or trespass are (implicitly or explicitly) delineated. Once again, this can be 
enforced formally in a court of law or informally, but it is understood that viola- 
tions of property rights involve consequences accruing to those who violate said 
rights. 


3 Determinants of property rights 

Drawing on these definitions, we may now examine the economic theories behind 
the determinants of property rights. Somewhat surprisingly, given its status as an 
economic institution, there is a rich history of research on the general determi- 
nants of property rights from the anthropological (Hann, 1998), philosophical 
(including Locke, Hume, Plato, Smith, and too many others to cite), political 
science (Sened, 2008), and sociological literature (Carruthers and Ariovich, 
2004), but correspondingly less work done from the economics side. Indeed, most 
economics work in this field has concentrated on how rights work in practice 
and influence economic outcomes, taking their existence as either exogenously 
given or endogenous based on far-distant attributes of a country (more on this 
below). Despite this relative paucity of work, Mijiyawa (2013) has done economics 
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a service and distilled the four most important economic theories regarding how 
property rights may arise, including the: 


¢ Historical approach: cross-country differences in property rights institutions 
are the by-product of ‘historical accidents’ or events that occurred in the dis- 
tant past (typified by Acemoglu et al., 2001 and Yoo and Steckel, 2010); 

¢ Economic approach: property rights institutions are created when the benefits 
of their creation exceed their costs (as advocated in Demsetz, 1967 and North, 
1971); 

¢ Political approach: institutions are chosen by the individuals who control 
political power to maximize their personal payoffs (Sonin, 2003; Acemoglu 
et al., 2005; Sened, 2008); and 

¢ Cultural approach: institutional variation reflects the differences in the beliefs 
of political leaders about what institutions create benefits for society (Putnam 
et al., 1994; Greif, 1994; Landes, 1999). 


The four schools of thought detailed by Mijiyawa (2013) almost exclusively focus 
on the formal institutional determinants of property rights (although the histor- 
ical approach leaves some leeway for introduction of cultural norms). Scholarship 
by Cao (2012) has noted the need to consider the societal framework in which 
property rights develop, arguing that informal institutions (such as culture, 
instead of leaders’ conception of culture) have as much as or greater an impact 
on rights development than formal institutions. Similarly, Weymouth and Broz 
(2013) find that formal political institutions matter less than political parties and 
business perceptions of their platforms for actual protection of property rights. 
Tully (1994) notes that pre-Western or ‘native’ property rights need not be in 
conflict with well-defined legal rights, but that the legitimacy of property rights 
in such a context will depend on the formalization of informal rights (and the 
formalization of processes to redress perceived injustices). 

Moreover, even within the world of formal institutions, these various approaches 
have considered property rights somewhat in a vacuum. Recent research attempts 
to rectify this omission and trace how property rights evolve in relation to other 
institutions, or, in the memorable words of Kennedy (2013, p. 187), how rights are 
situated in the ‘warp and woof of social and economic struggle in a society’. For 
example, very recent work from Miletkov and Wintoki (2009, 2012) and Hartwell 
(2014a) has investigated how property rights development can be influenced by 
financial sector development, while Hartwell (2013b) also probes how property 
rights are affected by countries in crisis. In a similar vein, Clague et al. (1996, 
p. 254) argue that other institutions themselves are not as important in devel- 
oping property rights as the expectations that institutions engender; arguing a 
sort of institutional ‘inertia’, they show empirically that ‘the age of a democratic 
political system is not only directly pertinent to the property and contract rights 
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in a democracy, but also a reasonable proxy measure of both the likelihood and 
the popular expectation that a given democratic system and the rights it provides 
will last for the foreseeable future’. Given an entire institutional system in flux, 
the success of property rights (and, by extension, the path that their evolution 
takes) is thus highly determined by the outcomes and directions of these other 
institutions. 


4 Thetransition experience: theory 

This experience, of an entire institutional system in flux, is the closest approxi- 
mation theoretically that we have in regards to the transition from communism 
to capitalism. The framework of Clague et al. (1996), taken together with other 
theories of property rights determinants, can help to aid in our understanding 
on what happened in the post-transition economies in CEE and FSU. To be fair, 
in a transition context, some of the paths elucidated by Mijiyawa and others have 
less relevance than others for explaining divergence in transition. For example, 
the historical approach is less salient, as in the works of Acemoglu et al. (2001) or 
La Porta et al. (2002), as the ‘historical accident’ that was to befall each transition 
country was mostly the same: communism. While Hayek (1960) notes the diver- 
gence in property rights protection accorded to legal origin, and La Porta, et al, 
(2002) tests this empirically, in the transition countries, there was a consistently 
similar legal origin derived from Soviet and Marxist-Leninist principles. There 
were, of course, different ‘national varieties’ of socialist legalism, but these differ- 
ences are far too miniscule (especially when compared to the differences in the 
French or British legal system) to account for major changes in property rights 
post-transition. 

This is not to say that the pre-transition divergence as observed in many coun- 
tries did not have an effect on the subsequent development of property rights: 
as Hagedorn (2004, p. 5) notes in the context of agricultural privatization, ‘at 
least some of the differences [in property rights] can be explained by historical 
factors that influence the process of privatization and restructuring but cannot be 
considered as being endogenous to the process’. He further goes on to note that 
property rights are in some way conditioned on the equality of asset distribu- 
tion before collectivization or nationalization, even though this may have been 70 
years prior in the case of the ex-Soviet republics. 

Hagedorn (2004) also asserts that the ethnicity of asset ownership prior to 
the socialist era matters for development of property rights, although this is a 
more difficult proposition to test. Indeed, some evidence has been found broadly 
regarding degrees of current ethnic or linguistic fractionalization in the devel- 
opment of property rights (Norton, 2000). However, these fractionalizations 
appear to be of less consequence for the transition economies taken as a whole; 
in the first instance, many communist countries were consciously made more 
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ethnically heterogeneous due to deliberate policies following the Second World 
War, meaning that the prior distribution of assets by ethnicity would have been 
altered by the forced migration of various ethnicities. This would necessarily 
have vitiated (if not wiped out) prior distributions of land and wealth. Secondly, 
on an empirical level, previous work instrumenting property rights as a func- 
tion of ethnolinguistic fractionalization has shown little statistical significance 
(Hartwell, 2013a), also casting doubt on this claim. In reality, it appears that 
the idea of ethnic or linguistic diversity really only affected a small sub-set of 
the transition economies (Bosnia and other parts of the former Yugoslavia and 
perhaps Ukraine), making the historical approach again somewhat less relevant. 
Simply put, other, more immediate, explanators were present to determine prop- 
erty rights paths. 

In particular, the economic and political approaches appear to be are more 
salient for the post-1989 path of property rights development in the CEE and 
FSU countries, with perhaps a sequencing effect: it appears that in the early years 
of transition, the economic approach may have dominated, while in later years 
(perhaps after the end of the ‘transformational recession’, in Kornai’s (1994) 
phrase), the cultural and political approaches took hold (see Figure 9.1). This 
reality may reflect what Balcerowicz (1995) has called the period of ‘extraordi- 
nary politics’, where in times of crisis or extreme institutional change, ‘among the 
political elites and the populace at large, there is a stronger-than-normal tendency 
to think and to act in terms of the common good’ (Balcerowicz, 1995, p. 313). 
Once this period has passed, the normal push and pull of politics meant that the 
institution of property rights would be affected in a much different manner. 

This theoretical concept of a sequence of determinants may help to explain 
what actually occurred in transition. In the early years of transition, the benefits of 
property rights were accepted as necessary by both the populace and the political 
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Figure 9.1 Timeline of property rights determinants in transition 
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elite as creating many more benefits than the system that had been in place for 
40-70 years and which eschewed private property; in short, the economic deter- 
minants of property rights were the original impetus for the transition itself, based 
upon a notion already achieved and settled that property rights were of greater 
benefit than a system that did not utilize property rights. Given this economic 
calculation, enacted quickly in the time of extraordinary politics, we would thus 
expect to see a sharp increase (admittedly, from near-zero) in property rights. If 
property rights were to be better than the alternative, with higher benefits than 
costs, it would make sense to implement as many of these rights as possible. 

Moreover, this economic approach led to another determinant of property 
rights not noted in Mijiyawa’s (2013) four theories noted above: importation. 
While economic factors may have led to the decision to begin formation of prop- 
erty rights in a particular country, the actual path that property rights took at the 
beginning of the transition was generally due to wholesale grafting of property 
legislation from other countries as a model. As Adam Przeworski put it, the results 
from the early institutional economics literature were used to justify this type of 
‘institutional engineering’ (Przeworski, 2004); as Angeles (2011) further devel- 
oped it, this meant ‘developing countries’ institutions would try to be modelled in 
the image of those from developed nations’ (Angeles, 2011, p. 158). With aid from 
international donors and technical assistance following in its wake, the transi- 
tion countries to differing degrees put in place legal regimes that were based on 
Western norms and legislation. Economic factors led to the decision to put prop- 
erty rights in place, but the decision was implemented through the importation of 
external conceptions about the institution. 

Even if the structure of property rights was imported from abroad at the begin- 
ning of transition, however, it is possible that economic factors would begin to give 
way to cultural ones later in transition. The literature regarding cultural factors in 
property rights determination is not as clear-cut as the economic approach, with 
various theoretical models relating cultural issues offering different interpreta- 
tions of property rights in transition. Work by Berggren and Bjornskov (2013) 
comprehensively surveys the theories behind how ‘religiosity’ could influence 
property rights development, noting that the religious emphasis on honesty and 
trust may create the conditions necessary for property rights to flourish. Quoting 
Hayek (1991), they also note that there may have been a ‘survival of the fittest’ in 
regards to religion, in that religions that supported property rights also may have 
been the religions most likely to survive (thus throwing the causation the other 
way). On the other hand, there are also reasons why religious affiliation might 
harm property rights, including a focus on anti-materialism (Wilson, 1997) that 
may translate into hostility towards institutions such as property rights; a focus 
on the afterlife may also mean less for economic institutions in this life (McCleary 
and Barro, 2006) or even a certain fatalism in regards to economic outcomes; 
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and religious organizations may even consider a strong secular legal system that 
protects property rights as competition (Berggren and Bjornskov, 2013). 

In reality, the cultural approach seemed to have less importance in explaining 
the property rights path in transition, in one sense because religion was also 
making a comeback of sorts after communism; having been officially outlawed, 
it too was an institution in change, and thus less likely to exert major influ- 
ence for quite some time on the development of property rights. Additionally, 
while in some countries religious fractionalization was very low (as in Catholic 
Poland and Slovenia or Buddhist Mongolia, see Campos and Kuzeyev, 2007), 
the leaders of these religions for the most part supported transition, especially 
insofar as transition allowed religious freedom. Finally, in other countries, reli- 
gious fractionalization was so high as to make much institutional development 
impossible (Bosnia, Ukraine), meaning that other issues predominated over 
mere religiosity. 

A more plausible explanation for the path of property rights in later transition 
comes from the political approach: as the extraordinary times passed, political 
parties coalesced, and the transformational recession passed, the new economies 
settled down into “business as usual’. This meant that the normal give and take of 
politics returned and, contra to Kennedy’s (2013) assertion, the warp and woof 
of the institutional environment did indeed pick-up from the imported starting 
point and influence the path of property rights thence.? Some argue that this 
approach never really went away, instead asserting the primacy of the political 
approach for explaining the entirety of the development of property rights in 
transition: Sened (2008) in particular argues strongly for this theoretical model, 
asserting via a game theoretic framework that property rights are derived from 
a ‘social contract’ that evolves through a political process, where governments 
grant and protect rights in return for support of their power structures. And 
indeed, Balcerowicz’s (1995) conception of extraordinary politics still includes 
‘politics’, but argues instead that politics were not as important during the early 
transition as it would be later. Empirically, as we will see below, Sened’s thesis 
appears more relevant for the later transition period, but still provides an inter- 
esting framework for understanding a public choice approach to property rights 
development. 

Other theoretical pieces, not explicitly concerned with transition, have also 
examined and modelled the political determinants of property rights, offering 
some support to the manner in which property rights did play out in the later 
transition years of particular countries. However, the key result of this modelling 
is that the political process may have a very ambiguous effect on property rights 
determination. One of the most important works in this vein is Sonin (2003), 
who models a scenario where the elites of a country may favour poor property 
rights as it helps to consolidate their own power and reliance on semi-formal 
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means of protection (Sonin bases his work on the Russian oligarchs of the 1990s). 
Hafer (2006) offers a similar model (building on Muthoo, 2004), where those who 
obtain property rights earlier (as, she terms it, the result of past conflicts) accrue 
an incumbency advantage, making challenges less and less likely. This results 
in sub-optimal economic outcomes, as the original inefficient allocation of land 
becomes entrenched. 

Hafer’s model and its reliance on power relationships in a ‘state of nature’ 
makes it inadequate to explain transition entirely, as it fails to take into account 
the institutional underpinnings behind past conflicts; however, like Sonin (2003), 
it also appears to explain some of the property rights paths in the former Soviet 
Union, including in countries where the political transition was incomplete. 
Indeed, the modelling from Hafer and Sonin appear to point to a clear conclu- 
sion: in places where the political transition is slow (that is, extraordinary politics 
do not lead to concurrent political institution-building), there are more ‘state of 
nature’ dynamics, meaning property rights continue to suffer. 

By extension, if a country were to move from state of nature competition to 
‘regular’ political competition via upgrading political institutions, it stands to 
reason that it is possible that the political process could improve property rights. 
This theory is given some support by other models of the influence of politics on 
property rights in transition. Weingast (1993) and Besley and Persson (2009), for 
example, take an entirely different approach than the previous papers, arguing 
that better property rights are in the rational best interest of political actors. 
In this view, property rights help to ensure state capacity, and thus a ‘market- 
preserving federalism’ (Weingast, 1993), where the state protects property rights 
in order to secure its own sources of revenue (Besley and Persson, 2009), is the 
optimal choice. Property rights protection in this model is an incentive of the 
state, and not a threat to it, leading to better property rights in the longer-run. 
This theory also appears to explain some of the post-transition paths taken by 
countries outside of the former Soviet Union (especially in Central and Eastern 
Europe and the Baltics), where the political transition was accelerated and the 
state’s legitimacy was built on institutions and not on the personality of the ruler. 
In this environment, property rights were something that new governments 
could give to the people as an enticement for support, as well as way for new 
political institutions to secure funding that was crucial for the development of 
new state institutions. Thus, more advanced political institutions equated with 
better property rights, unlike the Sonin and Hafer models, which were based on 
more political disorganization and thus lower property rights. 


5 Thetransition experience: outcomes in reality 
An examination of the path of property rights in transition appears to bear out 
the sequential theoretical framework put forth in the previous section, as property 
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rights did indeed spike across most countries at the beginning of transition, only 
to pull back somewhat as normal politics and cultural factors began to encroach. 
Moreover, as in the Sonin (2003) and Hafer (2006) framework, it appeared that 
countries with slower political transitions also saw more ‘state of nature’ effects 
on property rights, with correspondingly lower property rights. And as was the 
case prior to transition, the development of property rights diverged across coun- 
tries and regions, as country-specific political and cultural factors had a disparate 
impact on property rights. 


Box 9.1 The quantification of property rights 


A further, and major, theoretical issue around property rights for economists 
involves translating the definition of property rights into a variable that can 
be quantified. While the complete debate over quantification of property rights 
is beyond the scope of this chapter (for an example of the issues involved, see 
Hartwell, 2013a), a brief primer on the use of various indicators is called for. 
Simply put, property rights have been examined in the economics literature 
by either ‘subjective’ indicators, where experts rate a country’s property rights 
by a pre-defined methodology, or ‘objective’ indicators, where property rights 
are examined via a series of outcome measures. Both have their drawbacks: 
subjective indicators may introduce bias based on the group or expert doing 
the ranking (hence their subjectivity), while objective indicators may capture 
much more than just property rights. For this reason, robustness tests utilizing 
both types of indicators are generally called for, and this approach is used in this 
chapter. 

In practice, subjective indicators are used more commonly in the economics 
literature to examine property rights. These indicators include the Heritage 
Foundation’s Index of Property Rights, the International Country Risk Guide’s 
(ICRG) financial risk or investor protection indices, or the World Bank’s Country 
Policy and Institutional Assessment (CPIA) indicator on property rights and rule- 
based governance rating. Objective indicators are less-frequently utilized, but can 
include contract-intensive money (the amount of money held outside the formal 
financial sector, as a percentage of all money), which has been used by used by 
inter alia Clague et al. (1996), Dollar and Kraay (2003), Compton and Giedeman 
(2011), and Hartwell (2013b). 

At the same time, it is always crucial to understand what the indicator (objec- 
tive or subjective) is measuring. Just as property rights have many facets, indica- 
tors can focus on one, all, or some of these facets. For example, the ICRG investor 
protection indicator focuses mainly on protection from expropriation, while the 
Heritage Index measures both protection from the state and judicial enforcement 
(i.e. protection from both sides). Utilization of any indicator thus entails an expla- 
nation of what aspect of property rights is being discussed. 
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Figure 9.2 shows these changes in property rights across the CEE and FSU 
countries from transition onward, as measured by the average of contract-inten- 
sive money (see Box 9.1); while this indicator may capture many other facets of 
transition (including the possibility of reflecting banking crises), it represents a 
fluid and objective look at property rights.’ Taken by regional groups (defined on 
the basis of the United Nation’s geoscheme), the EU accession states of Central 
and Eastern Europe saw a start from a higher level in regards to property rights, 
with much more comprehensive property rights reforms than in the former Soviet 
Union and somewhat consistent performance. This was likely due to the smaller- 
scale reforms taken prior to formal transition, such as Hungary’s policies on small 
and medium enterprises and law on competition, introduced in the 1980s, which 
already set a base for property rights. By contrast, the Baltic States, now held as an 
exemplar of property rights, started from a very low level due to their inclusion in 
the Soviet Union, but saw rapid and sustained gains in property rights throughout 
the 1990s. South-eastern Europe, with a delayed political transition, saw moves 
that were more in line with Sonin’s (2003) or Hafer’s (2006) models, as early prop- 
erty rights gains fell victim to political manoeuvring; however, the completion of 
political transitions also saw a renewed movement towards property rights and 
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Figure 9.2 Average property rights by region, 1989-2010 


Source: Author's calculations based on IMF data. Central and Eastern Europe includes Bulgaria, the 
Czech Republic, Hungary, Poland, and Slovakia, the Baltics includes Estonia, Latvia, and Lithuania, 
South-eastern Europe includes Albania, Bosnia, Croatia, the Former Yugoslav Republic of Macedonia, 
Serbia, and Slovenia, and former Soviet Union includes Armenia, Azerbaijan, Belarus, Georgia, 
Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, and Ukraine. Data was not avail- 
able for Uzbekistan. 
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levels similar to the Baltics. Finally, the former Soviet Union as a whole has seen 
stagnation in property rights development, with relatively high levels of property 
rights immediately following the dissolution of the Soviet Union plummeting 
steadily until 1996. By 2010, the FSU countries still had a much lower average 
level of property rights than any other region. 

Measured instead by a subjective indicator, the ICRG ‘investor profile index’ 
(Figure 9.3), which measures property rights on a scale from 0 to 12 (a higher 
score indicating more property rights), a similar tale can be seen across regions.’ 
While there is less coverage for this indicator across all transition economies 
(especially in regards to South-eastern Europe and, in reference to time-frame, the 
Baltic States), and while this indicator may measure slightly different attributes 
of property rights, the overall picture remains the same as in Figure 9.2, but with 
different timing. Indeed, the CEE countries saw a rapid rise in property rights 
after transition, with some pullback in time of crisis (1999-2000, 2007 onward), 
while the Baltic States (hampered by their late inclusion) also show a steep climb 
in property rights. Conversely, South-eastern Europe shows a much more roller- 
coaster ride to property rights, although it is probably that this is due to the SEE 
countries shown here being only Albania, Croatia, and Serbia. Finally, the FSU 
countries show an opposite effect from Figure 9.2: instead of a steep decline and 
gradual rebound, there is instead some increase in rights that are dashed with the 
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Figure 9.3 |CRG investor protection 


Source: ICRG Database, author's calculations. 
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Russian crisis of 1998 and a slow improvement to levels that are still lower than 
other regions. 

While the difference in the two indicators can be explained somewhat by 
the shifting coverage and, of course, the variations in what aspect of property 
rights is being surveyed, a more interesting observation relates back to the theo- 
ries regarding the determinants of property rights. Figure 9.4 displays the ICRG 
investor protection index for the CEE and FSU countries set against a similar 
subjective index from ICRG, the ‘democratic accountability’ index. The ICRG 
democratic accountability index is similar to the property rights indicator, scaled 
from 0 to 6 and with higher numbers meaning better (and more accountable) 
democratic governance. As Figure 9.4 shows, the level of democratic account- 
ability tracks very closely with property rights, much as the theories above would 
predict: in early years, extraordinary politics (which may not necessarily be very 
democratic) saw a rapid surge in property rights protection, then an intermediate 
stage of consolidation, followed by increasing rights as democratic accountability 
reached higher levels. For the FSU countries, the fact that the average democratic 
accountability scores topped out around 1997 also corresponds with the early 
high-water mark of property rights. As democratic accountability pulled back, so 
too did property rights, and with average democratic accountability now frozen 
in the 2.5 range, property rights as well have stagnated at a lower level than in the 
CEE countries. 

Of course, these trends depicted in the Figures above are regional averages and 
as such obscure the country-specific paths that property rights took in transition. 
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Within regions, there was variation among countries and their property rights 
paths; for every country such as Hungary or Estonia which reached a high level of 
property rights quickly and sustained it, there was a Bulgaria or Slovakia which 
had a much slower development of rights. This variation is especially pronounced 
in areas such as South-eastern Europe, where Slovenia has a consistent level of 
property rights protection but Serbia took a long time to reach levels of that in 
Albania. Even in the former Soviet Union, countries such as Georgia have stag- 
nated for years but then have seen large jumps in response to political reforms, 
while countries such as Kazakhstan and Ukraine have had periods of high vola- 
tility, with property rights protections increasing and decreasing on an almost- 
monthly basis. Previous work on property rights in transition (Hartwell, 2013a) 
has looked at these cases on a more focused level, but there is little argument that, 
no matter the within-region variations, the regions themselves have displayed 
divergence in property rights since the fall of communism. 

Finally, the discrepancies in the two indicators depicted above show the impor- 
tance of utilizing several metrics to obtain a clear picture of property rights. For 
example, Figure 9.2 shows that in 1996, property rights as measured by contract- 
intensive money were at their lowest point in the FSU countries. Almost directly 
opposite to this is the result shown in Figures 9.3 and 9.4, where the ICRG assess- 
ment of the FSU countries’ property rights reached a peak in 1996-1997. Again, 
one must consider what is being measured in order to assess the actual state of 
property rights. In this case, the indicators utilized may be reflecting accurately 
two sides of the property rights coin: the ICRG assessment shows the potential for 
property rights, reflected in the legislation regarding expropriation, which may 
have improved in the timespan from 1995-1997, while contract-intensive money 
shows the realization of property rights, which would have lagged the legislative 
changes and been dependent upon the creation of trust, other institutions, and 
other economic factors. Taken as a whole, we are thus constructing a confidence 
interval for property rights, able to see them enter a space (the ICRG indicator) 
and exit a space (contract-intensive money), then inferring the space in-between. 


6 Conclusion 

The development of property rights in transition appeared to be determined by 
both economic and political factors, with economic factors predominating in the 
early years and political factors taking over as the transformational recession 
and period of extraordinary politics passed. This chapter, while not a substan- 
tive econometric examination of the various theories of property rights deter- 
mination, does point to several areas of more research regarding the interplay 
between political institutions and property rights in transition. The first is, of 
course, along the lines of Hartwell (2013a), and would involve the rigorous testing 
of the sequencing theories noted above, based on the concurrent development 
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of political and economic institutions. Additionally, formal modelling along the 
lines of Hafer (2006) could also show the ‘transition within a transition’, where 
the state of nature begins to give way to normal political processes, and how this 
could be expected to impact property rights. Moreover, given the broad strokes 
of the previous section, in-depth examination of specific country cases could 
also help to broaden our understanding of the mixing of political, cultural, and 
economic factors in determining property rights. 

Another area that is also starting to become of interest to economists is not just 
the path of property rights determination, but the volatility of those rights and 
how they feed into economic outcomes. While, as an institution, property rights 
are supposed to be immutable or at the very least slowly-changing, the reality of 
the transition experience shows that property rights can change quickly (indeed, 
this was also demonstrated by the transition to communism in the Soviet Union 
in the early twentieth century). In an environment where many institutions are 
in flux, property rights could thus have longer periods of volatility, with shifting 
expectations and incentives, until property rights can be codified and enforced. 
Work by Berggren et al. (2012) and Hartwell (2014b) has demonstrated the nega- 
tive growth and financial effects (respectively) of this volatility, with rapid changes 
in the legal regime governing property rights leading to suboptimal economic 
results. Given the volatility of property rights over such a short time-frame in the 
transition economies, their advantage as a natural laboratory in observing the 
effects of this volatility can provide clues for other countries that have less, but 
perhaps more-concentrated, property rights changes, perhaps suggesting better 
designs of rights. 

Indeed, from a normative and policy standpoint, there is still little work done 
in terms of the economic design of property rights: what mechanisms are best 
to ensure protection of rights vis a vis other institutions? How can some of the 
pitfalls seen in the transition processes of the CEE and FSU countries be avoided 
for other countries looking to transition to more secure rights? This work would 
need to fuse not just the economics and political science literature, but also draw 
on extensive work done in public policy and public administration, as well as 
(most likely) legal expertise. From an economics standpoint, this expansion into 
the administration of property rights may also help to explain several issues in 
the examination of property rights in practice. Why do different indicators of 
property rights yield different results - could it be due to administration? How 
can we properly assess property rights in a country, taking into account their 
administration (i.e. reality) versus their legislation (i.e. the ideal legal concep- 
tion)? Is there an administrative theory of determination of property rights that 
can complement the other economic approaches noted above? All of these ques- 
tions remain fertile ground for economists seeking to understand how property 
rights come to be. 
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Notes 

1. Hoppe (2006) further expands upon this point while simultaneously diminishing the 
scope of property rights, arguing that property rights are narrowly defined as protection 
against physical invasion, no matter the source. As he notes (Hoppe, 2006, p.326), ‘while 
a person has control over whether or not his actions will change the physical properties 
of another’s property, he has no control over whether or not his actions affect the value 
(or price) of another’s property’. Thus, property rights are limited to protecting against 
objective, and not subjective, trespasses. 

2. Kennedy’s (2013) piece, while memorable for its turn of phrase, also appears to 
misunderstand the deeper prevailing thoughts on the dynamic evolution of property 
rights, ignoring a large scholarship from neoclassical, Austrian, institutionalist, and 
political science literature. While importation may not have been an optimal solution 
ceteris paribus, in the given circumstances it was perhaps the only way for transitioning 
countries to find how to enact property rights protections. More importantly, and 
ironically, his piece against ideology in favour of property rights itself displays the rigid 
‘neoliberal’ thinking he rails against, as he considers property rights to be frozen in time 
at the moment of their importation and not shaped by the environment in which they are 
planted. This, as we shall see, was most certainly not the case. 

3. Clague, et al. (1999, p. 200) rightly note that, “Where citizens believe that there is sufficient 
third-party enforcement, they are more likely to allow other parties to hold their money 
in exchange for some compensation’. 

4. Formerly known as ‘isk of expropriation’, the constituent pieces of the index include 
contract viability/expropriation, ease of profits repatriation, and payment delays. Each 
of these sub-indices is scored from 0-4, thus leading to a composite total of 12 possible 
points. 
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Corporate Governance: Towards a New Foundation 
for both Developed and Transition Economies 


Steve Letza 


Abstract 

The current debate on corporate governance has been ‘polarized’ between, on the 
one hand, the shareholding paradigm and, on the other hand, the stakeholding 
paradigm. However, underpinning the main theories are hidden paradox assump- 
tions which leads to concerns over the credibility and validity of this dichot- 
omized approach. Both camps of the debate rely on a homeostatic and entitative 
conception of the corporation and its governance structures. Consequently they 
suffer from inadequate attention to the underlying philosophical presuppositions 
in which the static approach is rooted. To avoid the traditional trap in theorizing, 
an alternative approach, referred to as the processual approach, is proposed for 
a better understanding of the inherent overflow and heterogeneity of corporate 
governance practices. 


Keywords: Corporate Governance, Shareholding, Stakeholding, Dichotomy, 
Static Approach, Representationalism, Processual Approach 


1. Introduction 

Corporate governance has been a much discussed topic for well over a quarter of 
a century in economics, management, business ethics, company law, and other 
disciplines. Wider public concern over fraud and corporate collapse, executive 
overpay, abuses of management power, and corporate social irresponsibility in the 
last two decades resulted in a series of formal reports and proposals put forward 
in many developed as well as developing countries. In the UK, for example, there 
have been four important and influential reports turned Corporate Governance 
Codes published in the 1990s: Cadbury Committee (1992), Greenbury Committee 
(1995), Hampel Committee (1998), and Turnbull Committee (1999). These reports 
were extended by the publication of even more reports in the 2000s and include 
the Myners Report (2001), Institutional Investment in the United Kingdom: A 
Review on institutional investors, the Higgs Report (2003) Review of the Role and 
Effectiveness of Non-Executive Directors, the Smith Report (2003) Audit Committees, 
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the Myners Review (2004) Myners Principles for Institutional Investment Decision- 
Making: Review of Progress, the Walker Review (2009) in response to the financial 
crisis, focusing on institutional investors, and finally the UK Code on Corporate 
Governance, referred to as the Combined Code, published in revised form in 2012. 
Arguably, the UK’s list of Corporate Governance codes is an extensive and impres- 
sive list of insight and the result of primarily practitioner discussions designed to 
provide pragmatic solutions to public concerns resulting from corporate failures 
which has become magnified after the financial crisis of 2007 onwards. 

So what is Corporate Governance and what aspects are pertinent to both 
developed and developing countries? According to Letza et al. (2004) if manage- 
ment is about running the corporation, then governance is about ensuring that 
the corporation is run properly. At the extreme, Corporate Governance may 
embrace external regulatory requirements, both legal and quasi-legal, internal 
process and culture/behaviour measures to ensure adherence to good governance, 
and finally market measures including hostile takeovers, commonly referred to 
as ‘exit’ (Blair, 1995). The standardization of Corporate Governance and a one- 
size-fits-all approach across different countries may, in theory, seem like a sound 
approach to enable best practice to be mirrored around the world. Practitioners, 
academics, and regulators in many countries have resisted such an approach on 
the grounds that a one-size-fits-all does not work due to significant historical and 
cultural differences. However, it is not unusual for transition economies to adopt 
with little modification the established codes and regulation of developed coun- 
tries. For example, the Nigerian Securities and Exchange Committee (SEC) (2012) 
embraced a new code of Corporate Governance in 2003, amended in 2008 and 
2012, which broadly was adopted from UK and US approaches. Apampa (2014) 
asks whether Nigeria should borrow wholesale the rules-based or principles- 
based approaches to corporate governance as practiced in the USA and Europe 
respectively, or would Nigeria be better off developing their own unique response 
based on lessons learned in developed countries. Apampa goes on to quote the 
US response to the Enron and WorldCom corporate governance debacles which 
resulted in the Sarbanes Oxley Act in 2002, a rules based system enforced through 
US SEC regulations, stock exchange listing rules, and a range of state laws which 
in total represents a heavy weight package of regulation. He compares the US 
approach with the UK’s principle-based approach of comply or explain which 
provides for greater dialogue with shareholders. He suggests that Nigeria requires 
a different approach to solve the problems inherent in adopting a sole locus of 
control given the apparent system failures and consequently Nigeria needs a 
response that corrects for the inadequacies of self-regulation by companies, inad- 
equacies of government regulation, and inadequacies of stakeholder activism. He 
suggests an overlay of collective action by all three enabling a system of incen- 
tives and sanctions combined with strong monitoring and control together with 
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social capital ensuring an appropriate and better-fit system for Nigeria (Apampa, 
2014). 

The purpose of this essay is to review and evaluate the current perspectives on 
corporate governance with a view to providing a clearer understanding of sound 
theoretical foundations to enable more robust guidance, codes, and regulation 
to corporate governance for both developed and transition economies. Many 
scholars note that the debate has been polarized between supporters of the share- 
holding model and supporters of the stakeholding model of corporate govern- 
ance, each camp presenting a clear-cut and stable boundary (Prabhaker, 1998; 
Friedman and Miles, 2002). However, there are concerns over credibility and 
validity issues created by the dualistic approach hidden in some paradox assump- 
tions behind all those main theories and models. Many feel puzzled by the lack of 
sufficient support of either shareholding or stakeholding from empirical evidence 
(e.g. Griffin and Mahon, 1997) and feel uneasy about a crisis of uncertainty over 
the normative foundations of corporate governance (Millon, 1993; Sullivan and 
Conlon, 1997). This essay considers the homeostatic and entitative conception of 
the corporation and governance structures/mechanisms on which both share- 
holding and stakeholding perspectives implicitly rely. Both conventional models 
suffer from inadequate attention paid to the underlying philosophical presup- 
positions in which such a static approach is rooted. Instead of this static and 
entitative view, a processual approach is proposed for a better description and 
understanding of the inherent instability and heterogeneity of corporate govern- 
ance practices. 

The following two sections present a brief review of the main theories and 
models of corporate governance which are categorized into either the share- 
holding camp or the stakeholding camp according to their mutually exclusive 
propositions and assertions. Thereafter, the assumptions associated with the 
dichotomized approach are identified and their academic dilemmas are high- 
lighted. The next section is a critical examination of the static approach used 
by the main theories/models and their philosophical roots. By discovering the 
fundamental inadequacy of ontological and epistemological presuppositions 
inherently embedded in the static approach, an alternative processual approach 
is proposed. Following that, the significance of a processual understanding of 
corporate governance is outlined as a way forward in corporate governance theo- 
rizing. Finally, some conclusive remarks are offered. 


2 Shareholding perspectives 

The following section presents a brief review of the main thrust of theories and 
models of corporate governance developed over a two decade period predomi- 
nantly in response to failures in corporate governance in western limited liability 
companies and focuses on the shareholding camp which is predicated on the 
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foundations of company law and the main theme within finance studies, that 
of maximization of shareholder wealth, the primary purpose of limited liability 
companies. 


2.1 Inherent property rights theory 

The inherent property rights conception is a very traditional wisdom based on 
the view that private ownership is fundamental to a desirable social order and 
to the development of an efficient economy. Thus, private ownership rights are 
inviolable in any way. The ‘inherence’ perspective was developed during the 
seventeenth and eighteenth centuries in corporate law theory. It was assumed 
that the right to incorporate is inherent in the right to own property and write 
contracts, and corporations should be regarded as legal extensions of their owners 
(see Allen, 1992). 

When the modern corporation emerged, the inherence view of the corporation 
was further developed along with the aggregate theory advocated by the German 
jurisprudent Rudolf von Jhering (1818-1892) and the American jurisprudent 
Wesley N. Hohfeld (1879-1918). That doctrine asserts that the corporation as a 
legal group is simply created by the state and is no more than a private association 
of shareholders. The new form of corporate property is the aggregation of indi- 
vidual property rights under a collective name, united by contract, and protected 
by company law. Since shareholders are the owners of the corporation, the corpo- 
ration has legitimate obligations, and the managers have a fiduciary duty to act in 
the interest of the shareholders (Barker, 1958; Mayson et al., 1994). Inherent prop- 
erty rights theory has been, in modern times, associated with the Chicago school 
of law and economics. Under this theory, assets of the corporation are the prop- 
erty of the shareholders, and directors and managers as agents of shareholders 
have no legal obligations to any other stakeholders (see Allen, 1992; Blair, 1995). 

The neoclassical economists Frederick von Hayek and Milton Friedman are the 
major supporters of a liberal and individualist approach to property and corpo- 
rate governance. For Hayek, individuals owning private property and pursuing 
their self-interests ensure the most efficient economic activities and outcomes. 
Thus, the corporation that uses shareholders’ capital must aim at maximizing 
profits to enhance shareholders’ value. If a corporation uses profits for any social 
purpose beyond the shareholders’ interest, this could be interpreted as managers’ 
abuse of power and the allocation of corporate resources will not be efficient. 
Hayek goes on to argue that shareholders’ property rights in the corporation 
must be fully protected and shareholder control of the corporation must be 
strengthened. Friedman (1962, 1970) further asserts that the request for social 
responsibility of business is harmful to the foundations of a free society with a 
free-enterprise, private-property system. The function of a business in a society 
is to make profits in a free market for shareholders and should not be confused 
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with other social functions performed by governments, institutions, and chari- 
ties. Other stakeholders’ interests are served by contract or through government 
regulation and should not be justified in corporate governance. Directors and 
managers are the agents of shareholders and are responsible for maximizing the 
shareholders’ interest. If management is allowed or required to pursue any social 
purpose, managerial accountability to shareholders cannot be secured and share- 
holders’ property rights will be damaged. Thus, the only social responsibility of a 
business is to increase its profits. 

In the recent debate on corporate governance, Sternberg (1998, 2000) defends 
the shareholder property rights view and seriously criticizes the stakeholder 
theory as undermining private property, agency duty, and value-creating capa- 
bilities of a business. She then proposes to improve the Anglo-Saxon corporate 
governance system by enhancing the accountability of the company to its share- 
holders. This could be done either through effective internal monitoring such as 
shareholder voting rights, independent non-executive directors, and information 
disclosure to shareholders, or through the market for corporate control. 


2.2 Agency theory 

Agency theory can be traced back to Adam Smith (1937, p. 700) who identified 
an agency problem (managerial negligence and profusion) in the joint-stock 
company. Berle and Means (1932) were also concerned with the agency problem 
in the modern corporation as the separation of ownership from control was 
widened in the early twentieth century, which left excessive power in the hands 
of professional managers. Agency theory is well rehearsed in the economics 
literature including Jensen and Meckling (1976), Fama and Jensen (1983), among 
others. Under this theory, the central issue of corporate governance is equal to the 
problem of agents’ self-interest behaviour in a universal principal-agent relation- 
ship everywhere. A principal-agent relationship means that the principal (share- 
holder) delegates work to the agent (director and manager) who performs that 
work on behalf of the principal (Eisenhardt, 1989, p. 58). Based on the assump- 
tion of individuals maximizing their own utility, the agency theory asserts that 
managers as agents will not always act in the best interests of the shareholders and 
may pursue their own interest at the expense of the shareholders. 

Agency theory concerns two problems occurring in the principal-agent rela- 
tionship. The first is the difficulty or expense involved in the principal monitoring 
the agent’s behaviour and routine actions. The second problem is the different 
preferences concerning interactions between the principal and the agent because 
of their different attitudes toward risk (Eisenhardt, 1989). Those problems lead 
to a particular type of management cost, ‘agency cost’, incurred as principals/ 
owners attempt to ensure that agents/managers act in principals’ interests (Jensen 
and Meckling, 1976). The agency theory then focuses on solving the above 
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problems by determining the most efficient contract governing the principal- 
agent relationship. 

In the agency theory, all social relations in economic interaction are reduc- 
ible to a set of contracts between principals and agents. Contractual relations are 
the essence of the firm, not only between shareholders, but also with employees, 
suppliers, customers, creditors, and other stakeholders. The firm is not a reality, but 
a legal fiction created by a ‘nexus of contracts’ of the principal-agent variety (Jensen 
and Meckling, 1976, p. 161). The firm is just like an ordinary market contracting 
between two people (Alchian and Demsetz, 1972, p. 119). As the agency problem 
exists for all of the contracts, thus, writing a contract must provide safeguards for 
both the principal and the agent to align their interests. The key issue is the adop- 
tion of an optimal incentive scheme to align the behaviour of the mangers/agents 
with the interest of the owners/principals. The critical question is whether a behav- 
iour-oriented contract (e.g. salaries and hierarchical governance) is more efficient 
than an outcome-oriented contract (e.g. commissions, stock options, transfer 
of property rights, market governance) (Eisenhardt, 1989). The determination 
depends on the availability of complete information. When the behaviour of the 
agent is observed, a behaviour-based contract is optimal. When the agent’s behav- 
iour is not fully observable, the principal has two options: to purchase information 
about the agent’s behaviours and reward those behaviours and to reward the agent 
on the basis on outcomes (e.g. profitability). Thus, the most efficient contract is 
the trade-off between the cost of measuring behaviour and the cost of measuring 
outcomes and transferring risk to the agent (Eisenhardt, 1985). 


2.3 Stewardship theory 

The stewardship theory takes a different view on the nature of human beings from 
the agency theory and others (e.g. Marris, 1964; Nichols, 1969; Etzioni, 1975). 
While the agency theory is built on the assumption of self-interest human behav- 
iour to assert that managers as agents cannot be trusted and should be fully moni- 
tored, the stewardship theory criticizes it as a false premise and claims instead 
that managers are good stewards of the corporation. Based on a traditional legal 
view of the corporation as a legal entity in which directors have a fiduciary duty 
to the shareholders, the stewardship theory argues that managers are actually 
behaving just like stewards to serve the shareholders’ interests and diligently 
work to attain a high level of corporate profit and shareholder returns. Managers 
have a wide range of motives beyond a simple self-interest, such as achievement, 
recognition and responsibility needs, the intrinsic satisfaction and pleasure of 
successful performance, respect for authority, social status, and work ethics. 
Thus, the separation of ownership from control does not inherently lead to a goal 
and interest conflict between shareholders and managers. The separation actually 
promotes the development of managerial profession, which is certainly beneficial 
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for corporate performance and shareholder wealth. In this regard, empowering 
managers to exercise unencumbered authority and responsibility is necessary for 
the maximization of corporate profits and shareholders’ value. 


2.4 ‘The finance model 

In a broad view, the finance model can be incorporated into the agency theory as 
a principal-agent, or finance, model (Keasey et al., 1997; Parkinson, 1995) because 
both are concerned with the effectiveness of market governance in ensuring that 
managers will act to maximize shareholders’ wealth. In a strict sense, the finance 
model is referred to the presupposed optimum of market-based governance 
asserted by financial economists, and is particularly associated with H.G. Manne 
(1965) who advocated the market for corporate control. Thus, it is also called the 
‘efficient market model’ (Blair, 1995, p. 107). The finance model played a crucial 
role in the corporate governance structure over the second half of the twentieth 
century, especially in the 1980s’ takeover movement. 

A theorem in financial economics is that the share price today fully reflects 
the market value of all future profits and growth that will accrue to the company. 
Believing in this assumption, the advocates of the finance model hold that share- 
holders’ interests are best served by maximizing share price in the short run. The 
share price is an indicator of corporate performance and the stock market is the 
only objective evaluation of management performance. Ifa firm under-performs, 
its share price will be lower, which provides a chance for outsiders to buy the 
firm’s stock and run the firm more efficiently in order to obtain a larger reward. 
The threat of a takeover provides management with an incentive to make efforts 
to perform better and maximize shareholders’ return in order to make their firm 
bid-proof. Therefore, if the separation of ownership and control allows managers’ 
behaviour to deviate from shareholders’ value of profit maximization, the pres- 
sures of capital markets and takeovers are the most effective disciplines on mana- 
gerial discretion (Alchian and Kessel, 1962; Manne, 1965). 

Supporters of the finance model argue that corporate governance failures are 
best addressed by removing restrictions on factor markets and the market for 
corporate control (Fama, 1980). Shareholders’ residual voting rights on takeover 
should be enhanced. They reject any ex post external interventions and additional 
obligations imposed on corporations which may distort free market mechanisms 
(Hart, 1995). If any measure can be introduced to improve governance and to 
raise the value of the firm, it should be adopted without compulsion, such as a 
voluntary code adopted by Cadbury (see Keasey et al., 1997). 


2.5 The myopic market model 
The myopic market model shares a common view with the agency theory that 
the corporation should serve shareholders’ interests only. However, the model 
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criticizes the Anglo-American model of corporate governance as being funda- 
mentally flawed by an over-concern with a short-term interest - short-term 
return on investment, short-term corporate profits, short-term management 
performance, short-term stock market prices, and short-term expenditures, due 
to huge market pressures. This model argues that the current corporate govern- 
ance systems encourage managers to focus on short-term performance by sacri- 
ficing long-term value and competitive capacity of the corporation (e.g. Hayes 
and Abernathy, 1980; Charkham, 1994; Sykes, 1994; Moreland, 1995). One of the 
features of the system is that the evaluation of both corporate performance and 
managerial efforts is heavily reliant on short-term financial measurements, often 
judged on a one year basis, sometimes even on a quarterly basis. Managers are 
forced to pay more attention to short-term earning data and forecasts and less 
attention to long-term investment spending such as research and development. It 
is also argued that the stock market is not a good indicator of corporate perform- 
ance because it is unable to cope with uncertainty and thus routinely misprices 
assets. The prices of shares often change without any corresponding change in 
the underlying fundamentals. Share prices may simply result from guesses about 
the behaviour and psychology of market participants and the changing moods 
and prejudices of investors, rather than from the estimations of corporate funda- 
mental values (Keynes, 1936; Shiller, 1989). Therefore, the market for corporate 
control is not an efficient disciplinary mechanism. The threat of a hostile takeover 
may distort and distract from true value creation as managers may be forced to 
act against the hostile takeover, which results in negative consequences. 

The myopic market model contends that corporate governance reform should 
encourage shareholders and managers to share long-term performance horizons. 
This includes increasing shareholders’ loyalty and voice, reducing the ease of 
shareholders’ exit, restricting the takeover process and voting rights for short- 
term shareholders, encouraging ‘relationship investing’ to lock financial institu- 
tions into long-term positions and empowering other groups such as employees 
and suppliers to form long-term relationships with the firm (see Keasey et al., 
1997). 


3 Stakeholding perspectives 


3.1 Social entity theory 

The social entity conception of the corporation is directly at odds with inherent 
property rights theory and regards the corporation not as a private association 
united by individual property rights, but as a public association constituted 
through political and legal processes and as a social entity for pursuing collec- 
tive goals with public obligations (see e.g. Gamble and Kelly, 2001, p. 115). This 
perspective is primarily associated with communitaire theories that view the 
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corporation as a political tool for social purposes (see Dine, 2000, pp. 17-21) and 
the communitarian view of property conditionality which argues that individual 
property rights are conditioned and restrained in a social context and in commu- 
nity (see Warren, 2000, pp. 130-143). 

‘The social entity theory views the corporation as a social institution in society 
based on the grounds of fundamental value and moral order of the community. 
As Sacks (1997) suggests, our attachments and affiliations, loyalties and likes are 
both moral and fundamental: ‘they enter into our identity, our understanding of 
the specific person we are’ and ‘they cannot be reduced to contractual alliances for 
the temporary pursuit of gain’ (quoted in Warren, 2000, p. 130). The justification of 
‘intrinsic value’ as good or morally right and ideal is ultimately an emotional faith 
such as ‘I support it because I believe it’ (Campbell, 1997, p. 446, also see Stoney 
and Winstanley, 2001, p. 608). With the fundamental value of human rights and 
morality as a reference framework, “The standard of a corporation’s usefulness 
is not whether it creates individual wealth but whether it helps society gain a 
greater sense of the meaning of community by honouring individual dignity and 
promoting overall welfare’ (Sullivan and Conlon, 1997, p. 713). Corporations are 
granted by the state not only as an economic entity for a commercial purpose, but 
more importantly, as a social entity for general community needs. The corpora- 
tion has a collective, rather than individual identity and executives are repre- 
sentatives and guardians of all corporate stakeholders’ interests (see Hall, 1989). 
This theory prefers to resolve disputes and conflicts of interests and overcome 
market failures and transaction costs by nationalizing corporations or by using 
legal intervention within a public law framework and improving the system of 
checks and balances (Millon, 1990; Allen, 1995; Tricker, 2000). 

This theory has, in recent years, been promoted by three major players; the 
democratic political theorist Robert Dahl (1985) using economic democracy, Paul 
Hirst (1994) using associationalism and Jonathan Boswell (1990) using communi- 
tarian notion of property (see Warren, 2000, pp. 130-142). The recent resurgence 
of the moral aspect of stakeholder perspectives has been in general associated with 
the social entity conception of the corporation (e.g. Handy, 1993, 1997; Carroll, 
1991, 1996). 


3.2 The pluralistic model 

The pluralistic model supports the idea of multiple interests of stakeholders, 
rather than shareholder interest alone. It argues that the corporation should serve 
and accommodate wider stakeholder interests in order to make the corporation 
more efficient and more legitimate. Unlike the social entity theory that justifies 
stakeholder interests on the basis of moral value and fundamental human rights, 
the pluralistic model legitimizes stakeholder value in a more subtle way - more 
attuned to the traditional Anglo-American corporate governance mentality 
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(Gamble and Kelly, 2001, p. 115). It suggests that corporate governance should 
not move away from ownership rights, but that such rights should not be solely 
claimed by, and thus concentrated in, shareholders; ownership rights can also be 
claimed by other stakeholders, particularly employees. Stakeholders who make 
firm specific investments and contributions and bear risks in the corporation 
should have residual claims and should participate in the corporate decision 
making to enhance corporate efficiency (e.g. Blair, 1995; Kelly and Parkinson, 
1998). 

The pluralistic model is often connected with the instrumental position in 
claiming wide stakeholder interests (e.g. Campbell, 1997; Plender, 1997; CTC, 
1998). Stakeholding is regarded as an effective means of achieving specific ends, 
rather than as an end in itself. ‘Most commonly it is argued that stakeholding is 
instrumental in increasing efficiency, competition and profitability’ (Stoney and 
Winstanley, 2001, p. 608). Freeman’s (1984) initiative on stakeholding manage- 
ment as a business strategy is also in the instrumental orientation. It is asserted 
that if corporations practise stakeholder management, their performance such as 
profitability, stability, and growth will be more successful. 


3.3 The trusteeship model 

The trusteeship model adopts a realistic and descriptive perspective in viewing 
the current governing situation of a publicly held corporation. Drawing from the 
continental European conception of the corporation as a social institution with a 
corporate personality, Kay and Silberston (1995) argue that a public corporation 
is not the creation of a private contract and thus not owned by any individual. 
Ownership is by definition where the owner has exclusive rights of possession, 
use, gain, and legal disposition of a material object. Yet shareholders merely 
own their shares in a company and trade their shares with others in the stock 
market. They do not have rights to possess and use the assets of the company, to 
make decision about the direction of the company, or to transfer the assets of the 
company to others. The residual claims of the shareholders are determined by 
the company and if the company’s performance does not satisfy the shareholders 
requirements, the shareholders are left with a single option of ‘exit’ rather than 
‘voice’ as shareholders in general are in no way able to monitor the management 
effectively and neither are they interested in running corporate business. In this 
sense, the assumption that the corporation is owned by the shareholders is in 
fact meaningless. For Kay and Silberston, ownership rights are not important to 
business. Many public institutions such as museums, universities, and libraries 
perform well without clear owners. Indeed, company law does not explicitly grant 
shareholders ownership rights because the corporation is regarded as an inde- 
pendent legal person separate from its members, and shareholders are merely the 
‘residual claimants’ of the corporation (see also Deakin and Slinger, 1997; Warren, 
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2000, p. 18). The company has its own assets, rights, and duties, and has its own 
will and capacity to act and is responsible for its own actions. Therefore, Kay and 
Silberston reject the idea that managers are the agents of shareholders. Instead, 
they suggest that managers are trustees of the corporation. The trusteeship model 
differs from the agency model in two ways. First, the fiduciary duty of the trustees 
is to sustain the corporation’s assets, including not only the shareholders’ wealth, 
but also broader stakeholders’ value such as the skills of employees, the expecta- 
tions of customers and suppliers, and the company’s reputation in the commu- 
nity. Managers as trustees are to promote the broader interests of the corporation 
as a whole, not solely the financial interest of its shareholders. Second, managers 
have to balance the conflicting interests of current stakeholders and future stake- 
holders and to develop the company’s capacities in a long-term perspective rather 
than focus on short-term shareholder gains. To establish a trusteeship model, they 
ask for statutory changes in corporate governance, such as changing the current 
statutory duties of the directors, ensuring the power of independent directors 
to nominate directors, and select senior managers and appoint CEOs for a fixed 
four-year term. 


4 Paradigmatic dichotomy and dilemma 
The current views on corporate governance rest on two broad pillars, the share- 
holding paradigm and the stakeholding paradigm (see e.g. O'Sullivan, 2000; 
Kakabadse and Kakabadse, 2001). As shown above, these paradigms offer 
competing analyses and theories. Inevitably, this debate represents a polarized 
conceptualization and theorizing in a continuum of how corporate governance 
is understood. At one end is the conventional and dominant idea of ‘individual 
liberty’ and thus the maximization of shareholders’ value. At the other end is the 
notion of ‘justice for all’ and thus the accommodation of broader stakeholders’ 
interests. “The positioning of each model follows its stipulation of the relative 
importance of “justice” versus “liberty” in terms of the fiduciary constructs - to 
whom the directors of the business owe the duties of care, loyalty, and candor’ 
(Sullivan and Conlon, 1997, p. 714). Furthermore, polarization also appears 
within a single category of shareholding or stakeholding itself in terms of different 
assumptions. For example, when sharing the same position of shareholders’ value 
maximization, both the agency theory and the stewardship theory presuppose 
contrasting human natures as ‘self-interested’ and thus ‘not trustworthy’, or as 
‘widely motivated’ and thus ‘trustworthy’. The finance model and the myopic 
market model suggest different governance structures: market versus hierarchy, 
external versus internal. In the stakeholding camp, there is also a fundamental 
argument over the purpose of stakeholding management as end versus means. 
Associated with the polarized or dualistic approach, there are several presump- 
tions embedded in all the above models and theories, which render themselves 
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rather controversial and questionable. There is only one ideal model in corpo- 
rate governance: either shareholding or stakeholding. While the shareholding 
perspectives exclusively emphasize the priority of shareholders’ interest over 
stakeholders, by contrast, the stakeholding perspectives attempt to legitimize 
wider stakeholders’ interests by rejecting the priority of shareholding value. 
Both sides claim their own model to be the ideal and perfect (or at least relatively 
prefect) and thus to be the only objective ‘truth’ in the world, the others being 
simply ‘false’. 

Markets and organizational hierarchies are regarded as genuine alternatives of 
optimal or appropriate governance structures/mechanisms. Thus, the notions of 
the market for corporate control, the nexus of contracts, free market exchange, 
individual private ownership, and self-regulation are subscribed by the finance 
model, the agency theory, and the inherent property rights theory, while hier- 
archical governance, internal monitoring, economic democracy, and legal inter- 
vention are advocated by all the others quoted previously. For the agency theory, 
it seems that market and hierarchy are a trade-off option calculated in terms of 
agency costs and efficiency. 

There are universalist claims of governance structure (such as the market 
for corporate control or internal monitoring mechanisms) and universal and 
enduring principles (such as individual property rights, agency relationships, 
or trust, fairness, and equality) which converge across organizational bounda- 
ries and societies. It is often contended that ‘as firms face similar constraints in 
world-wide markets, a convergence of organizational forms is likely to occur’ (see 
Fligstein and Freeland, 1995, p. 23). 

There is a unitarist entity of corporate governance which excludes any other 
possibilities of governance relationships and any individual differences in corpo- 
rations. Shareholding or stakeholding is seen to be inherently homogeneous in all 
corporations and in any situations where various contexts are omitted. 

There must be a fundamental rationality underpinning social behaviour and 
governing action. While the social entity theory lays down theoretical grounds 
on a seemingly objective, pre-given, enduring and universalist moral value, and 
fundamental social principles, all other theories and models are justified on the 
basis of economic rationality and efficiency of organizational forms and governing 
mechanisms, with slightly different perspectives on short-term or long-term 
business importance. Thus, all analyses of corporate governance presuppose a 
pure economic condition (or non-economic condition in the case of social entity 
theory) isolated from other social processes to consider rational choices and deci- 
sion-making in a corporation. 

Polarized theorizing always attempts to exclude the opposite assumptions 
and regards them as intrinsically contradictory. Combination of opposites seems 
to be more troublesome and less convincing in theory as well as in practice. 
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Therefore, shareholder value and stakeholder interest cannot exist side-by-side; 
they are conflicting and irreconcilable. An ‘either-or’ approach is seemingly justi- 
fied. It seems that it is not merely a philosophical argument that the claim for 
any idealized, universalized, and objectified model of reality is simply naive and 
utopian (e.g. Rorty, 1991; Rescher, 1996). The very limitation of human capacity of 
knowing is also well acknowledged, not only in philosophy, but also in economics 
by the concepts of ‘bounded rationality’ (Simon, 1957; Williamson, 1975, 1985) 
and ‘information asymmetry’ (Stigler, 1961, 1967; Stiglitz, 1982, 2000). To say 
another way, if it is impossible to build any ideal and perfect model, the ‘either-or’ 
dichotomy approach and the split between shareholding and stakeholding are 
difficult to justify both in theory and in practice. 

Indeed, sucha conceptual dichotomy has created a practical crisis and academic 
dilemma in corporate governance (for a closer view, see Sullivan and Conlon, 
1997). In practice, the traditional shareholder model and governance structures 
have failed to discipline self-serving managerial behaviour (Donaldson and 
Preston, 1995, p. 87). Yet, state legislation, government fiat, and public partici- 
pation as alternative governing structures proposed are notably limited to and 
doubtful of ensuring the effectiveness of corporate governing activities and busi- 
ness operation (Jensen, 1993; Monks and Minow, 1996). Therefore, as Millon 
(1993, p. 1373) notes, “We are in the midst ofa crisis. It is a crisis of uncertainty over 
corporate law’s normative foundations’. As long as the dichotomized or dualistic 
debate persists and shapes the corporate governance practice, this crisis is sure to 
continue. The dichotomized theorizing also gives rise to an academic dilemma as 
the contrary presuppositions between theories/models and “excessive theoretical 
compartmentalisation’ makes it easy to ‘lose insight of the ways in which various 
schools of thought are related to each other’ (Astley and Van de Ven, 1983, p. 245, 
quoted in Sullivan and Conlon, 1997). The split of shareholding and stakeholding 
and the fierce debates have not only hampered the synthesis and comprehension 
of various approaches and understandings, and thus the generation of a specific 
governing role and function in practice (Fligstein and Freeland, 1995; Johnson 
et al., 1996), they have also diverted attention away from the underlying philo- 
sophical presuppositions informing about their modes of analysis. 


5 Astatic approach and beyond 

The essential problem with mainstream theories in corporate governance is their 
static conception of governance ‘which ignores the continuous and ongoing inter- 
action between choices made, and the context into which choices are embedded’ 
(Mueller, 1995, p. 1220). Under this static approach, the corporate governance 
analysis presupposes and inherits a priori principles, ready-made concepts and 
taken-for-granted notions for the purpose of theorizing and model building, 
and then identifies, classifies, and simplifies the complex practice of corporate 
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governance to those pre-existent conceptual templates for analysis and explana- 
tion. In so doing, the dynamic practice and experiences of corporate governance 
are forced to fit the theoretical models, which become increasingly abstracted, 
isolated, fixed, endured, and finally static and dogmatic. 

Such a static approach to analysis has its roots in the dominant intellectual 
tradition of Western philosophy - a ‘being’ ontology and the corresponding 
‘representationalist’ epistemology associated with it. Inspired by the ancient 
Greek Parmenidean cosmology, the ‘being’ ontology presupposes an enduring 
and permanent reality which is pre-existent ‘out there’ independent of our percep- 
tions, beliefs, and biases. Thus, the corporation is assumed to be an already consti- 
tuted, solid, fixed, and enduring social reality (i.e. the combination of individual 
entities or a social entity) beyond human cognition. It is this relatively static entity 
that enables our concepts and theories to represent it. The ideology of represen- 
tation is the assertion that our minds can accurately or approximately copy and 
‘mirror’ the external world. Our knowledge is true or nearly true just because it 
corresponds to the external reality through our ‘scientific’ minds and appropri- 
ately designed methodology. Thus, shareholding or stakeholding is ‘revealed’ as a 
true representation of what seems to be optimal and universal in reality. 

Representationalism has been seriously criticized for its theoretical flaw (e.g. 
Lyotard, 1984; Taylor, 1985; Woolgar, 1988; Rorty, 1991; Tsoukas, 1998). If the 
representation must be taken as given how can we prove the claimed ‘objective’ 
representation beyond our human representation, the ‘subjective’? In other words, 
how can we verify the correspondence between the world and the word? Indeed, 
what representationalism supposes is a ‘God’s eye view of the world’ (Putnam, 
1981), a black-boxing idea and self-evident truth. The central problem is the 
undecidability and thus groundlessness of representationalist claims. After all, 
any verification of the true claim must turn back on the claim itself. This funda- 
mental problem of ‘reflexivity’ leads to the increasingly realized incredibility of 
representationalist epistemology, which indicates the ‘collapse of grand narra- 
tives’ (Lyotard, 1984). Therefore, to avoid the trap of reflexivity, we must seek an 
alternative way of approximating the reality in general and corporate governance 
in particular. This alternative is a processual approach that relies on a ‘becoming’ 
ontology. 

Contrary to the dominant ‘being’ ontology, a ‘becoming’ cosmology has 
competitively shaped intellectual priorities and orientations in the Western 
tradition since Heraclitus, an ancient Greek philosopher. Whilst his student and 
successor Parmenides insisted upon the permanent and unchangeable nature of 
reality, Heraclitus emphasized the primacy of a fluxing, changeable, and emergent 
world. Parmenides privileged a homeostatic and entitative conception of reality, 
while Heraclitus emphasized reality as inclusively processual. Such a Heraclitean 
cosmological orientation has more recently attracted the attention of a number of 
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western philosophers including William James (1909, 1911), Henri Bergson (1903, 
1911), and Alfred North Whitehead (1929, 1933). There are several points of view 
emphasized by these process philosophers (see Rescher, 1996; also Chia, 1996). 
(1) Movement, change, ‘the flux of things’ as the principle of process, is the funda- 
mental aspect of reality. Process and modes of change rather than things and 
fixed stabilities best represent the phenomena we encounter in the natural and 
social world. (2) Things exist as clusters of processes and momentarily stabilized 
outcomes: ‘stability waves in a sea of process’ (Rescher, 1996, p. 53). (3) The direct 
intuition of living experience is more faithful to reality than the conceptual work 
of thought, for thought can only deal with stable things. Intuition and concep- 
tual knowledge are, however, complementary to each other. (4) Temporality, 
change and pure duration are the most immediate facts of experience. (5) The 
symbolic system of representation, for example, language, is always inadequate in 
capturing the real world: much of what we experience remains tacit and unspeak- 
able. (6) Processes cannot be described or explained in terms of non-processual 
elements. Contingency, emergence, and creative novelty are fundamental for our 
metaphysical understanding of a dynamic evolving reality. 


6 Rethinking corporate governance processually 

Based on the ontology of ‘becoming’ and instability, the processual approach is 
very meaningful in understanding the social phenomena of corporate govern- 
ance. It invites us to understand the processual reality of corporate governance 
beyond what has been conceptualized and theorized in a static mode of thinking 
and reminds us to sensitize the dynamic and transient features of corporate 
governance reality which may be totally unspeakable or less able to be concep- 
tualized. It helps us to be aware of the constraints of the dominant approaches 
as to exclude, marginalize, and suppress the non-orthodox views and methods 
of what might be valuable for understanding the complex and dynamic world, 
and thus encourages us to approach to and appreciate the multiplicity of corpo- 
rate governance reality and pluralist claims in theorizing and analysis. It directs 
us to dive into rather than separate out the subtle, complicated, and changeable 
social relationships, societal forces, values and ideas, and modes of thought which 
interactively shape and influence corporate governance practices, and enables us 
to understand the property of corporate governance as a temporary product of 
social construction. 

If representationalism is unfaithful in a fundamental sense, how could we 
believe in something and act for our beliefs? A central thesis of a processual 
thinking is that the social world in our minds such as corporate governance 
is not an objective representation of a fixed, external reality, such as an efhi- 
cient and optimal form/ mechanism of organization or some universal prin- 
ciples as claimed. Rather, it is a social construct which represents or reflects 
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the periodic patterns of continuously shifting ideas, paradigms, social norms, 
codes of behaviour, modes of thinking, and so forth, which may, however, be 
taken for granted as an apparently permanent and objective truth. In fact, we 
always find a new ‘truth’ continuously replacing the old one. We never know 
where is the end of the truth-seeking processes of ‘scientific’ methods. Therefore, 
what is more significant and meaningful in research into corporate governance 
is the avoidance of being trapped into the conventional mode of thinking. A 
more appropriate approach is to sensitize the transient, hidden, and intuitive 
character of corporate governance reality, and to investigate how the changing 
modes of social perceptions and conceptions construct/legitimatize as well as 
deconstruct/illegitimatize within the model of corporate governance and how 
particular social perceptions and conceptions are influenced or shaped by a 
range of differing ideologies and paradigms. Clearly, current shareholding and 
stakeholding paradigms are particular and competing social constructions. It 
should not be assumed that corporate governance is natural, neutral, pre-given, 
or universally good; rather, it is ideologically partial, selective, and interested 
(Jackson and Carter, 1995). Ideology and paradigm serve as useful devices and 
instruments in the continuous construction and change of a particular style of 
governance. Ideological and paradigmatic competition, domination, and shift 
shape and reshape the mind-sets of managers and other actors involved as well as 
the public at large and guide and facilitate pattern changes of corporate govern- 
ance practices. An enduring, ideal, universal, and unitarist governance model of 
shareholding or stakeholding is an inappropriate way of viewing heterogeneous 
governing practices. 

The argument for adopting a processual view of corporate governance is 
explicitly supported by recent work in the field of research. Mueller (1995), for 
example, notes a static approach versus a dynamic approach on organizational 
governance. He refers the former to the ex-ante design of ‘appropriate’ govern- 
ance structure advocated by organizational economics (e.g. transaction cost 
economics), which ignores the continuous interaction between choices made 
and the choice-making context. The latter means that a governance structure of 
interactive and continuous emergence of appropriate design. He argues that the 
‘appropriate’ governance structure cannot be designed in advance as pre-given; it 
must emerge through a dynamic process. This is because firstly, in the governing 
process, both corporate goals and management are not context-free and fixable, 
but often changeable, and the only adequate evaluation of governance arrange- 
ments depends on both historical and external contexts. Secondly, since social 
relations are always dynamic, constructs of trust cannot be guaranteed for long- 
term stability. Thirdly, as ambiguity and uncertainty persist in reality, it is hard 
to find a reliable structural solution to the governance problem, especially when 
working across cultural boundaries or historical periods. 


206 Steve Letza 


Fligstein and Freeland (1995) observe that a universal governance structure or 
‘a single form of governance’ grounded on efficiency considerations is not found 
throughout the world. “There is also little evidence that relations between firms 
are converging toward markets, hierarchies, networks, or strategic alliances as 
the dominant form of governance’ (1995, p. 39). Based on comparative literature 
studies, they suggest that corporate governance structures can best be explained 
mainly by political factors (the role of state and rules of business), institutional 
factors (the social organization of national elites), and evolutionary factors (the 
timing of entry into industrialization and the institutionalization of that process). 
This suggests that a particular brand of corporate governance structure which 
emerges in a locality at a particular point in time reflects very much the hetero- 
geneous concatenation of event-occurrences which collectively contribute to the 
formation of a particular set of implicit understandings about acceptable and 
unacceptable governance practices. Governance practices therefore reflect the 
priorities, preoccupations, political inclinations, and partialities of a particular 
community. 

Jackson and Carter (1995) use the work of Michel Foucault to show that corpo- 
rate governance is not a universal good, nor is it a pre-given and fixed entity. 
Rather, it is disclosed as partial and interested, and socially constructed within 
the historical context. Corporate governance is just a part of the mechanisms of 
power/knowledge to serve the interests of the elites. As Foucault (1974) suggests, 
economy as the dominant principle of governance is a historical phenomenon 
arising from the pervasiveness of capitalism as a socio-economic and polit- 
ical system. In protecting the interests of capitalism, the principle of economy 
claims to subsume all other possible principles and values, such as justice, equity, 
humanity, and religion. It is dominant to make mechanisms of dissent impossible. 
Jackson and Carter argue that despite there being ‘apparently different formula- 
tions of corporate governance’ (i.e. the different governance models as previously 
discussed) the dominant ideology of self-interested capitalism has not changed. 
The only thing changed so far is the rhetoric, which, however, ‘must reflect the 
prevailing ideology if it is to be acceptable and effective’ (1995, p. 886). 


7 Summary 

In this essay the current prevailing perspectives on corporate governance have 
been reviewed and their approaches assessed. Despite their wide influence in the 
world, the inadequacy of their theorizing and presumptions is identified. That is, 
when all of those major analyses competitively assume the reality of the corpora- 
tion and offer their own diagnoses and prescriptions to the problem of corporate 
governance, they rely on the dominant tradition of ‘being’ ontology and ‘repre- 
sentationalist’ epistemology for their conveniences of theorizing and conceptu- 
alizing. In so doing, they do not give attention to the underlying philosophical 
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problems which undermine their theoretical grounds. Thus, when shareholding 
and stakeholding are constructed in a polarized form to either defend or criti- 
cize the current governance arrangements, empirical evidence from divergent 
and continuously changing governance practices does not support the current 
perspectives and resultant competing analyses proffered. The static approach 
they implicitly use based on a homeostatic and entitative view of social reality is 
counter to real experience and is theoretically and logically flawed. 

The alternative way of describing and understanding the reality of corporate 
governance is a processual approach. The processual approach does not justify 
the validity of any dichotomized or dualistic approach in the ontological sense. 
A processual perspective certainly steps out the trap of, and goes beyond, an 
‘either-or’ way of thinking and theorizing. It regards corporate governance as 
an emergent pattern of dynamic governing processes, actions, and activities in 
specific social and historical contexts, rather than as any end-state and outcome 
of activities and pre-defined abstract forms, such as shareholding or stakeholding, 
market or hierarchy, self-interest or altruism, self-regulation or state interven- 
tion,. The descriptive verb ‘governing’ more than the static term ‘governance’ 
better describes and explains the continuous overflow and inherent heteroge- 
neity of corporate governance practices. Thus, what is genuinely needed in our 
research is to adapt our model to the idiosyncratic workings of local governance 
rather than to force-fit reality into an established universal model. Significantly, 
to understand the social product of corporate governance is to place it into wider 
social, economic, and political systems and its historical and societal contexts, 
which themselves are also continuously constructive processes. 
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Countries of Central Asia 
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Abstract 

This chapter introduces the major business obstacles in Central Asian low income 
countries such as the Kyrgyz Republic and Tajikistan. The enterprise surveys 
conducted by the World Bank in partnership with EBRD indicate that the major 
business barriers in the countries are political instability, practices of the informal 
sector, tax rates and corruption. This chapter also provides strategic suggestions 
for future development addressing these business barriers. 
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1. Introduction 

Over the last two decades, the impact of markets and institutions on firm growth 
in developed and developing countries has attracted significant attention in the 
relevant literature of economic growth. However, the transition countries of the 
former Soviet Union, particularly those of Central Asia were ignored due to lack 
of data. The research addressing the influence of adverse business environment 
on the efficiency and growth of firms is particularly important as some countries 
in the region remain in the category of low income countries despite the reforms 
lasting over two decades. Recently available surveys conducted by the World 
Bank and the European Bank for Reconstruction and Development (EBRD), 
however, make it possible to investigate and assess the business environment in 
these countries, which might be essential to establish suitable strategies of future 
development. 

Central Asian countries are in transition from a planned to a market economy, 
although their reform began much later than those of Central and Eastern Europe 
(CEE). Major changes have taken place in their macroeconomic, monetary, and 
fiscal policy and considerable structural reform has been introduced over the last 
two decades. However, two countries, namely, the Kyrgyz Republic and Tajikistan, 
are often referred to as low income countries and therefore it is interesting to 
discuss the business obstacles in these countries. 
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The Central Asian region includes five former Soviet republics, Uzbekistan, 
Kazakhstan, the Kyrgyz Republic, Tajikistan, and Turkmenistan, and the collapse 
of the Soviet Union severely affected the economy of these countries. Their indus- 
trial bases had been part of the industrial complex of the USSR and despite large 
agriculture sectors, Central Asian countries depended on food imports. 

The transition countries of Central Asia are different from those of CEE and 
need special attention. Thus, the aim of this article is to discuss the business 
constraints in the Kyrgyz Republic and Tajikistan and provide possible strategies 
of future development. The discussions in this article imply that the major busi- 
ness constraints in these countries are political instability, practices of the informal 
sector, corruption and tax rates. 

The article is structured as follows. Section 2 introduces the uniqueness of 
Central Asia and its macroeconomic environment. Section 3 discusses the major 
business barriers in the target countries and Section 4 provides potential strate- 
gies of future development. 


2 Background 

During the last two decades, much research has focussed on the transition of 
the countries of CEE from a system of central planning to a market economy. 
However, the countries of Central Asia have been largely ignored due to a lack 
of information. Therefore, an analysis of the business environment and its 
constraints in Central Asia is valuable because the countries of the region are 
substantially different from both the early transition countries in CEE and the 
other former USSR republics. Firstly, the Central Asian states had no experi- 
ence of nationhood as independent entities before they were incorporated into 
the Russian empire during the late nineteenth century. Most of the territory 
of contemporary Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmenistan, 
and Uzbekistan belonged to three Uzbek khanates: the Khiva khanate (lower 
Amudarya and south of the Aral Sea), the Kokand khanate (eastern Uzbekistan, 
southern Kazakhstan, Tajikistan, and the Kyrgyz Republic) and the Bukhara 
emirate (land between the Amudarya and Syrdarya rivers). In 1868, the Bukhara 
emirate lost the war against the Russian Empire and became a Russian protec- 
torate in 1873 while the Kokand Emirate signed a commercial treaty with Russia, 
which converted the khanate into a Russian vassal. However, the anti-Russian 
Pulad Khan came to the power in 1875 and provoked a war against the Russian 
Empire. Shortly after their victory, the Russians abolished the Kokand khanate 
in March 1876, and it was incorporated into the Russian Empire. The military 
forces of Russia were so superior that the Khiva khanate had no chance of victory. 
Following this loss in May 1873, the Khiva khanate signed a peace treaty with 
the Russian Empire in August of the same year and became a quasi-independent 
Russian protectorate. 
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After the Russian Revolution in 1917, the new Soviet government estab- 
lished three Soviet Socialist Republics (SSRs) in Central Asia in 1918: Turkestan 
Autonomous SSR, Bukhara SSR, and Khiva SSR. In 1920, the Kirghiz Autonomous 
SSR, covering the area of modern Kazakhstan, was established and renamed 
the Kazakh Autonomous SSR in 1925. In 1924, the Soviets created the Uzbek 
SSR and the Turkmen SSR. However, the Soviet government annexed the Tajik 
SSR from the Uzbek SSR in 1929. Later the Kyrgyz Autonomous oblast (region) 
became an SSR in 1936. After the collapse of the Soviet Union in 1991, the Kazakh 
SSR, Kyrgyz SSR, Tajik SSR, Turkmen SSR, and Uzbek SSR became five inde- 
pendent states: Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmenistan, and 
Uzbekistan. 

The region is rich in mineral and energy resources. Kazakhstan ranks 11th in 
the world in terms of crude oil reserves, with annual production of 54 million 
tons of crude oil and 10.5 million tons of gas condensate. This makes Kazakhstan 
the 18th largest oil producer and with coal and uranium reserves, it is amongst 
the 10th largest in the world. Turkmenistan is the 2nd largest gas producer 
among the former Soviet Union countries after Russia. Uzbekistan is the world’s 
7th-largest gold producer, mining around 80 tons per year, holds the 4th-largest 
reserves in the world, and is one of the largest cotton exporters. Uzbekistan also 
has an abundance of gas, copper, lead, zinc, tungsten, and uranium reserves. 

Central Asia was the poorest region of the former Soviet Union. It is largely 
rural with very little general infrastructure and few large urban conurbations. 
Kazakhstan is the only republic with more than half of the population residing in 
urban areas. Table 11.1 shows GDP per capital for all the countries of the former 
USSR in 1992 (the data for Estonia is missing), the year when most countries, 
particularly those of the former Soviet Union, are considered to have started the 
transition to a market economy. Table 11.1 shows that the Central Asian coun- 
tries were among the poorest countries of the former USSR. However, the Kyrgyz 
Republic and Tajikistan are still referred to as low income countries and this is 
confirmed by the GDP per capita in 2013 (Table 11.1). 

The Central Asian republics, along with the other states of the former Soviet 
Union, lived under the communist regime for more than seventy years. Thus, 
there is no national collective memory of any other form of economic organiza- 
tion or institutions in these countries and no experience of a market economy 
before the collapse of the Soviet Union in 1991. Even during the Gorbachev era 
in the late 1980s when some reforms to establish a market economy took place in 
the Baltic and some other states of the former USSR, the Central Asian republics 
did not follow because this region was the most conservative area of the Soviet 
Union. This is in contrast to the CEE countries, particularly Hungary, Poland, 
Slovenia and the former Czechoslovakia, which only had a system of central plan- 
ning following the Second World War until the 1990s. 
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Table 11.1 Initial conditions in transition economies (GDP per capita in US dollars constant 2005) 


Transition countries of the 


former USSR GDP per capita in 1992 GDP per capita in 2013 
Armenia 605.35 2,309.71 
Azerbaijan 1,243.91 3,252.83 
Belarus 2,074.59 4,913.52 
Georgia 1,070.52 2,164.96 
Kazakhstan 2,575.93 5,424.63 
Kyrgyz Republic 539.03 625.18 
Latvia 3,267.04 8,863.16 
Lithuania 4,992.82 10,549.18 
Moldova 957.25 1,135.97 
Russia 4,601.40 6,923.49 
Tajikistan 454.55 480.63 
Turkmenistan 1,680.08 3,556.98 
Ukraine 2,173.23 2,138.28 


Uzbekistan 462.28 899.38 


Source: World Bank's World Development Indicators (2015), GDP per capita of 1992 has been chosen 
to compare the initial conditions in transition economies. 


Structural and institutional reforms, tight monetary policy and an improved 
legal system resulted in a more stable economy in most of the former USSR 
countries by the middle of the 1990s. GDP in most countries started to grow 
and inflation rates fell significantly from the hyperinflation immediately post- 
independence. This is shown in Table 11.2. 


3 Major business obstacles 

One of the major economic growth and development problems is why the differ- 
ences in income, growth, and poverty are still large across countries despite 
increasing globalization. However, studies indicate that the level of business envi- 
ronment plays a significant role in improving business activities. 

Dethier et al. (2010) state that economic growth is shaped by structural, insti- 
tutional, and behavioural variables. The impact of business environment on 
economic growth has been explored in the literature over the last few decades 
(Aterido et al., 2011; Beck and Demirguc-Kunt, 2006; Hellman et al., 1999). Thus, 
the variables that shape business environment include infrastructure, access to 
finance, corruption, and crime as well as regulation. The main conclusion of 
the relevant studies is that an improvement in business environment increases 
business activity and thus economic growth. However, a weak business envi- 
ronment may discourage investors, and firms may take defensive steps reacting 
to the weakness of the business environment. The relevant studies imply that if 
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Table 11.2 Economic growth and monetary stabilization in Central Asia 


GDP growth (% change in real terms) 


Countries 1992 1996 1998 2000 2002 2012 2013 
Armenia -41.80 5.87 7.30 5.90 13.19 7.20 3.50 
Azerbaijan -22.60 1.30 10.00 11.10 10.60 2.20 5.80 
Belarus -9.60 2.80 8.40 5.80 5.05 1.73 0.89 
Georgia -44.90 11.20 3.10 1.84 5.47 6.18 3.32 
Kazakhstan -5.3 0.5 -1.9 9.8 9.8 5.00 6.00 
Kyrgyz Republic -13.9 71 2.1 5.4 -0.02 -0.09 10.53 
Latvia -32.12 3.79 4.72 6.91 6.47 5.00 4.11 

Lithuania -21.26 5.18 7.63 3.25 6.86 3.70 3.25 
Moldova -29.10 -5.20 -6.50 2.10 7.80 -0.70 8.90 
Russia -14.53 -3.60 -5.30 10.00 4.74 3.44 1.32 
Tajikistan -29.00 -16.7 5.30 8.30 10.8 7.5 74 

Turkmenistan -14.50 -6.70 7.10 5.50 0.26 11.10 10.20 
Ukraine -9.70 -10.00 -1.9 5.90 5.20 0.2 1.88 
Uzbekistan -11.20 1.70 4.3 3.8 4.0 8.20 8.00 


Inflation rate (consumer prices, annual change), % 


1995 1996 1998 2002 2006 2012 2013 
Armenia 175.95 18.68 8.67 1.06 2.89 2.56 5.79 
Azerbaijan 411.76 19.79 -0.77 277 8.37 1.01 2.42 
Belarus 709.35 52.71 72.87 42.54 7.03 59.22 18.31 
Estonia 28.78 23.05 8.21 3.57 4.43 3.93 2.79 
Georgia 162.72 39.36 3.57 5.59 9.16 -0.94 -0.51 
Kazakhstan 176.16 39.18 7.15 5.84 8.59 51 5.84 
Kyrgyz Republic 31.95 10.46 2.13 5.56 2.69 6.61 
Latvia 24.98 17.61 4.66 1.92 6.53 2.21 0.00 
Lithuania 39.66 —- 24.62 5.07 0.30 3.75 3.08 1.08 
Moldova 29.77 23.51 7.79 5.25 12.87 4.64 4.64 
Russia 19747. 47.74 27.67 15.79 9.68 5.07 6.76 
Tajikistan 12.25 10.01 5.83 5.01 
Ukraine 376.75 —- 80.33 10.58 0.76 9.06 0.56 -0.28 


Source: World Bank's World Development Indicators (2015). Inflation rates are missing for early 1990s 
and for Uzbekistan. 


the power supply is unreliable, firms will invest in backup electricity generation 
capacity (Dethier et al., 2010). 

‘The findings of the pioneering study in this field by Aschauer (1989) imply that 
infrastructure capital impacts total factor productivity. Additionally, Calderon 
et al. (2011) finds significant impacts of infrastructure on output. Another group 
of studies focusing on institutions find that long-run growth is faster in countries 
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with higher quality legal institutions (better law enforcement, higher protection 
of property rights), improved central government, better developed financial 
institutions and markets, and increased levels of democracy (Dollar et al., 2005; 
Pande and Udry, 2005). 

However, the existing studies have mainly focused on business environment 
constraints in China, India, and some countries of Africa, the Middle East, and 
Central and Eastern Europe (CEE). However, the studies that describe the busi- 
ness environment of low-income countries in Central Asia are limited. 

Over the last decade the World Bank and its partners across the world have 
administered surveys of firms in the non-agricultural formal private economy, 
which particularly cover manufacturing, services, transportation, and construc- 
tion sectors. For the countries of Europe and Central Asia region, the World Bank 
administers the surveys in partnership with EBRD and branded it as the Business 
Environment and Enterprise Performance Survey (BEEPS). These surveys were 
designed to push further the empirical frontier in the analyses of business envi- 
ronment at country and firm levels, which may provide opportunities for govern- 
ments in setting strategies for future development. 

Business owners and top managers in 270 firms of the Kyrgyz Republic were 
interviewed from July 2012 through December 2013 and were asked to highlight 
the greatest obstacles to their businesses. Figure 11.1 shows ten major business 
obstacles in the Kyrgyz Republic. Political instability, practices of the informal sector, 
and corruption are the most significant business obstacles. The Kyrgyz Republic 
has experienced severe political instability over the last decade. Particularly, 
the country had two major revolutions, where the first took place in 2005 and 
the second in 2010. The First Kyrgyz Revolution (Tulip Revolution) overthrew 
President Askar Akaev and his government. The Second Kyrgyz Revolution took 
place in 2010, when the tension between ethnic Uzbeks and Kyrgyz increased in 
the south of the country and several hundred ethnic Uzbeks were killed in what 


Political instability 4 36.1 
Practices of the informal sector 19.9 
Corruption + 11.8 
Tax rates (7) 9.7 


Inadequately educated workforce + 6.8 
Access to finance + 4.6 
Transportation 4.1 
Access to land 4] 1.9 


Customs and trade regulations -7] 1.6 
Electricity 71.5 


0 10 20 30 40 
Percent of Firms 


Figure 11.1 Major business obstacles in the Kyrgyz Republic 
Source: BEEPS (2013) of World Bank and EBRD. 
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the UN and international media called the Uzbek genocide. This violence ulti- 
mately led to the consolidation of a new Kyrgyz Parliament. 

Consistent with the conventional economic theory, the presence of the 
informal sector creates unfair competition and seriously harms business develop- 
ment. This might be due to bureaucratic steps of registering new firms and high 
tax burden. Figure 11.1 shows that corruption is the third major business obstacle 
in the Kyrgyz Republic. Corruption by public officials creates additional costs 
and burdens on businesses, lowering their operational efficiency as well as raising 
their costs and risks associated with running businesses. 

To represent the non-agricultural formal private economy, business owners 
and top managers in 359 firms of manufacturing, services, transportation, and 
construction sectors were interviewed in Tajikistan from February 2013 through 
April 2014. Ten business obstacles stated by the top managers and business 
owners are presented in Figure 11.2. The figure indicates that access to finance, 
tax, electricity, and practices of the informal sector are significant business barriers 
in Tajikistan. 

The area of finance-growth nexus is already established in the literature 
implying that financial system development positively effects economic growth 
(Djalilov and Piesse, 2011). King and Levine (1993) and Levine and Zervos (1998) 
show that better developed financial institutions lead to economic growth. This 
research also shows that more efficient resource allocation and productivity, not 
the scale of savings and investments, lead to economic growth. 

Another group of empirical studies have confirmed the impact of financial 
development on income distribution as well as on the income of the poor. The 
relevant empirical studies of this area can be divided into two groups. The first 
group of scholars state that the poor (who lack collateral and credit histories) 
benefit from the relaxation of credit constraints, which will ultimately improve the 
efficiency of capital allocation, and thus will accelerate aggregate growth reducing 


Access to finance + 19.2 
Tax rates 4 17.9 
Tax administration 7 11.3 
Electricity 4 10.4 
Practices of the informal sector + 10.1 
Political instability + 8.5 
Access to land ~7) 5.5 
Inadequately educated workforce + 4.3 
Corruption + 3.9 
Business licenses and permits — 3.4 
T T T 1 
0 5 10 15 20 


Percent of Firms 


Figure 11.2 Major business obstacles in Tajikistan 


Source: BEEPS (2013) of World Bank and EBRD. 
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income inequality (Aghion and Bolton, 1997; Galor and Moav, 2004; Galor and 
Zeira, 1993). However, the second group of scholars suggest that the distributional 
effect of the level of income on financial development depends on the levels of 
economic development. Particularly, at the early stages of economic development, 
only the rich can afford to access finance; however, with higher levels of economic 
development, more people can access finance, thus suggesting a non-linear link 
between financial development, income inequality, and economic development 
(Beck et al., 2007). 

Efficient governance in taxation (tax rates and tax administration) is essential 
in creating a favourable business environment. High tax rates and the time spent 
by the business managers and owners in (1) meetings with tax officials and (2) tax 
inspections seem to affect businesses in Tajikistan. This may imply that the taxation 
in Tajikistan is still at its early stages of development and may need further reform. 


4 Conclusion 

Thus, the paper provides brief discussions on the major business barriers in low 
income transition countries of Central Asia such as the Kyrgyz Republic and 
Tajikistan employing BEEPS conducted recently by the World Bank in partner- 
ship with EBRD. Addressing the presence of major business obstacles the author 
suggests the following strategy of development in these countries: 


1. The relevant government bodies need to ensure that the tax system is consistent 
with the international norms supported by suitable macroeconomic, struc- 
tural, legal, and regulatory environments as suggested by Zee et al. (2002); 

2. The governments are advised to investigate the experience of other transition 
countries which successfully reformed their financial sectors and apply those 
strategies suitable for their countries; 

3. A policy to strengthen the governance is needed to be in place as weak govern- 
ance is unable to control bureaucrats, to protect property and contract rights, 
and to provide the institutions that underpin an effective rule of law as stated 
by Hellman et al. (1999); 

4. The steps of registration of new firms as well as providing licences to allow 
business activities need to be minimal to avoid practices of the informal 
sector. 
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Abstract 

Human development and economic growth are two different paradigms that 
imply different objectives, measurement techniques, and policies. However, a 
broad literature has shown that economic growth and human development are 
intrinsically interconnected, co-evolutionary, and mutually reinforcing each 
other. The key aim of this chapter is to discuss and compare these two para- 
digms and outline their elements of specificity as well as their potential linkages. 
In particular, a review of potential linkages between human development and 
economic growth highlights their bidirectionality, both in theory and in terms of 
policy implications. In addition to the main theories, some empirical evidence is 
also being presented. Finally, specific sections are devoted to policy implications 
and specificities of transition countries. 


1 Introduction 

The last two or three centuries have been characterized by a vigorous economic 
growth in several countries, favoured by technological progress and the accu- 
mulation of (physical and human) capital. At the same time, some other coun- 
tries have developed less and others are trapped in situations of extreme poverty. 
The history of economic development displays varied paths and non-linear 
phenomena with more or less rapid growth associated with different degrees of 
inequality in the distribution of wealth. However, despite the specificity of the 
different development pathways, since the Industrial Revolution it has been 
possible to witness a trend of economic growth mainly due to the diffusion of a 
capitalist-type development. 

Similarly, remarkable progress in key aspects of human development such as 
health, education, gender empowerment, and political freedom has been regis- 
tered at the global level, but yet this advancement does not follow a smooth path, 
and there is evidence that overall this progress is slowing. Substantial improve- 
ments have been achieved in many developing economies, but living standards 
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are still very poor or even declining in some others while deep inequalities reduce 
or prevent the progress of human development almost everywhere. 

Human development and economic growth are two rather different paradigms 
that imply different objectives, measurement techniques, and policies for a usually 
common goal, namely socio-economic progress. Each paradigm rests ona different 
conceptualization of what ‘development’ is, which intermediary objectives should 
be pursued in order to achieve it, and which actions and policy interventions may 
be effective instruments. Usually, it is the exact mix of economic, social, and aid 
policies that differ depending on the paradigm that is chosen. While economic 
growth makes use of a single, synthetic measure of progress, namely growth in 
value-added, the concept of human development promotes multidimensionality 
in monitoring and the evaluation of progress. A broad literature that investigates 
the causal linkages between economic growth and human development supports 
the theory that the two phenomena are intrinsically interconnected: despite 
different data and methodologies being used, the different studies suggest that 
economic growth and human development are co-evolutionary, mutually rein- 
forcing each other: “To the extent that greater freedom and capabilities improve 
economic performance, human development will have an important effect on 
growth. Similarly, to the extent that increased incomes will increase the range 
of choices and capabilities enjoyed by households and governments, economic 
growth will enhance human development’ (Ranis, 2004, p. 1). 


2 Defining economic growth and human development 

Economic growth can be defined as the increase in wealth over time and it is 
usually measured in terms of variation in Gross Domestic Product (GDP), which 
comprises the entire value-added produced within national boundaries in a given 
time-frame. In today’s economies, economic growth is usually understood as a 
measure of progress in which economic factors such as innovation and technology 
and financial and human capital play a major role beside traditional elements 
such as investments and entrepreneurship (Solow, 1956; Aghion and Howitt, 
1998). Other features also largely contribute to determine economic growth 
including progresses in science and medicine, education and public health, trade 
and globalization, and stable and capable governments and institutions (Barro, 
1998; Romer, 1989, 2008). 

As highlighted by the Commission on Growth and Development (World 
Bank, 2008) in the past three decades the number of people living in high-growth 
contexts or in industrialized countries has increased from one to about four 
billion with a great potential in terms of increase of opportunities, improvement 
in living conditions, and decrease of poverty levels. However, standard measures 
of economic growth such as GDP rates are averages that do not allow an insight 
on distributional aspects and it is neither immediately possible nor obvious to 


Human Development and Economic Growth 225 


understand who is receiving the benefits of increases in value added and to what 
extent. 

The linkage between growth, poverty, and inequality has been extensively 
investigated in economic literature (Kuznets, 1955a and 1955b; Benabou, 1996; 
Alesina and Rodrik, 1994; Persson and Tabellini, 1994; Aghion, 2002; Ravaillon, 
2004; Kakwani and Son 2008; Piketty, 2014) but still remains rather controversial 
even if there seems to be a general agreement on the key role that growth can play 
in reducing poverty and in enabling people to live a better life. 

In general, if the concept of (economic) growth is mainly used in developed 
countries and adopts a short/medium term perspective, the concept of develop- 
ment is much more commonly applied in connection with developing economies 
and refers to a much more complex and long-term phenomenon. 

The core idea of human development is to extend the notion of development 
beyond its narrow economic definition in order to encompass essential dimensions in 
human beings’ lives such as living a healthy and productive life, being educated, and 
having access to social and economic opportunities. The first and most prominent 
attempt to suggest a holistic framework for human development with strong theo- 
retical roots, (at least partially) measurable, and clearly policy oriented is provided by 
the 1990 Human Development Report that defined human development as: 


a process of enlarging people’s choice. These choices are not fixed forever. 
They change over time as circumstances and aspirations change. But at 
all levels of development, the three essential capabilities for human devel- 
opment are for people to lead long and healthy lives, to be knowledgeable 
and to have a decent standard of living. If these basics capabilities are not 
achieved, many choices are simply not available and many opportunities 
remain inaccessible. (UNDP, 1990, p. 10)! 


The basic needs approach, with its emphasis on meeting fundamental needs, 
represented an important source of inspiration for the human development 
approach, but it is Amartya Sen’s capability approach (Sen, 1985, 1999) that is 
acknowledged as its main theoretical underpinning. According to the human 
development approach, development is about expanding the real freedom people 
have to lead lives that they value and to fully realize their human potential. 


3 Key theories on economic growth and development 
A vast literature has been produced in the last two centuries on this subject. Here 
we only offer a brief overview of key contributions. 


3.1 From the ‘classics’ to Schumpeter, Keynes, and beyond 
The issue of economic development was largely investigated by several ‘clas- 
sics’ like Smith, Ricardo, Malthus, and Marx, by considering - with different 
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approaches - the role of labour productivity, income distribution, and popu- 
lation dynamics. A common element was the focus on the determinants of 
the production and distribution of a ‘surplus’. In particular, Smith (1776) puts 
working activities (division of labour giving way to growth in productivity) and 
the size of the market at the centre of his investigation about the determinants 
of the wealth of nations. Malthus (1820) raises doubts about possible limitations 
in the development process due to inadequate economic growth with respect 
to population dynamics. Ricardo (1817) investigates the relationship between 
income distribution and economic development by distinguishing three social 
classes: landowners, capitalists, and workers; in his approach, economic growth 
mainly depends on the accumulation of capital which depends on the realization 
of profits that allow for capitalists’ investment. 

Marx (1867) studied the origin and distribution of the surplus in an economy 
divided into social classes; he considers capitalist development as a necessary step 
that, alternating phases of growth and subsequent crises, will lead towards a more 
advanced mode of production characterized by the overcoming of private owner- 
ship of the means of production. Schumpeter (1934) describes the economic devel- 
opment as a continuous transformation in an unstable environment, highlighting 
the central role of the entrepreneur, innovation and credit. As for Keynes (1936), 
the importance of the entrepreneur (animal spirits) is given by the centrality of 
investment decisions in a context of uncertainty; he particularly emphasized 
the key role of effective demand (and expectations) in determining the level of 
production and (un)employment. 

Harrod (1939) and Domar (1946) extended the Keynesian analysis on economic 
growth based on the role of investment (capital accumulation) and saving in 
determining the overall production and income. Kaldor (1955, 1961) analysed 
the key role of saving and its dependence on the (change in) income distribu- 
tion; in particular, he stressed the relationship between profit rate and investment 
decisions. 


3.2 From Solow-Swan to the ‘endogenous growth models’ and the role of 

human capital 

The Solow (1956) and Swan (1956) model is based on the aggregate production 
function depending on two factors of production: labour and capital. However, 
the empirical investigations carried out by Solow and others have shown that 
economic growth in the long-run is only partly explained by the contribution of 
the two mentioned production factors; the unexplained part (‘Solow residual’) is 
due to other factors and Abramovitz (1956) highlighted that the high size of the 
residual could be considered as a ‘measure of our ignorance’ about the under- 
standing of the mechanisms that explain economic development. The introduc- 
tion of technical progress as an exogenous variable has allowed the neoclassical 
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growth model to overcome some limitations of interpretation and permitted the 
explanation of some stylized facts related to the processes of growth in industrial- 
ized economies (Kaldor, 1961). 

In the late 1980s, Romer (1986) and Lucas (1988) realized the ‘endogenous 
growth models’ in a context of perfect competition in which the presence of 
externalities generates increasing returns at the aggregate level. Subsequently, 
other authors, such as Romer (1990) and Aghion and Howitt (1992), using models 
with imperfect competition, have provided interpretations focusing on the role 
of technological innovation (and R&D investment) as the engine of economic 
growth. Romer (1986) explained the increasing returns to scale in the aggregate 
growth model with the presence of positive externalities of firms’ investment. 

Another important line of research focused on the effects of learning and 
investment in human capital. Arrow (1962) proposed a vision of economic 
growth based on the positive effects of human learning in the workplace (learn- 
ing-by-doing), while Uzawa (1965) showed the productivity gains arising from 
investments in human capital. The model of Lucas (1988) focused on the positive 
externalities deriving from the accumulation of ‘human capital’ (education and 
on-the-job learning are considered as quasi-public goods that generate positive 
externalities). 


3.3. Growth, development, and income distribution 

The relationship between income distribution and growth has been widely 
discussed by economists. Some theories suggest that inequality in the distribution 
of income and wealth boosts economic growth through capital accumulation. A 
certain degree of inequality in the functional income distribution (the distribu- 
tion between social classes) also involves interpersonal inequality of incomes. 
Many surveys of development economics have focused on the latter, while ‘clas- 
sical’ and ‘Keynesian’ economists have analysed the relationship between func- 
tional distribution and economic growth in detail. The ‘neoclassical’ approach 
has instead proposed models in which the equilibrium is ensured by the remu- 
neration of production factors equal to their marginal contribution. 

Kuznets (1955a, 1955b, 1966) has identified an ‘inverted U’ relationship 
between per capita income and income inequality: the inequality tends to grow 
in a first period of development, for low values of per-capita income and, after 
reaching a maximum, it decreases with increasing per-capita income.’ Piketty 
(2014) has argued that the time-frame of Kuznets’ analysis is not sufficient to 
show that inequality has risen again in developed countries, especially since the 
1980s. Some authors have argued that the increase in inequality creates obsta- 
cles to development, as the growing disparity between individuals gives rise to 
the demand for redistributive interventions that may have distortive effects on 
economic efficiency (Alesina and Rodrik, 1994; Persson and Tabellini, 1994). 
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According to Helpman (2004) although the empirical studies did not provide 
unequivocal results, it is still possible to find a prevailing argumentation in which 
inequality tends to slow economic growth. 

Other authors identified in the functioning of the credit market an impor- 
tant mechanism for qualifying the relationship between distribution and growth; 
according to Stiglitz (1993), an efficient credit market can favour capital accumu- 
lation, long-term growth, and also the investment in education and the accumu- 
lation of human capital. On the opposite side, relevant constraints in accessing 
credit, due to an uneven income and wealth distribution, can slow economic 
growth and explain the existence and persistence of ‘poverty traps’. Galor (2006) 
argues that the Industrial Revolution was largely based on and followed by the 
accumulation of physical capital, but in a more recent period, the increase in the 
returns to human capital with respect to those to physical capital (as a result of 
the accumulation of the latter, under the assumption of diminishing returns) has 
produced a transition to a development model based on knowledge (education, 
learning, etc.). 


4 An additional focus on the determinants of economic 
(under)development 

Lewis (1954) highlighted the role of structural (sectoral) dynamics, with increases 
in overall productivity, in explaining economic development. Rosenstein-Rodan 
(1943) showed the risk of a vicious circle of ‘low savings - low growth’, while 
Myrdal (1957) stressed the existence of a ‘critical threshold’ to be overcome in 
order to start a process of development where the capital accumulation could 
favour additional accumulation. 

According to Nurkse (1959), the ability to get out of a situation of underdevel- 
opment depends on both supply and demand conditions; on the one hand, devel- 
opment is hindered by the lack of saving due to a low total income, mainly due to 
low labour productivity, significantly depending on the insufficient investment in 
capital goods, especially due to the scarcity of savings. On the other hand, the low 
level of investment is due to the negative expectations of entrepreneurs, signifi- 
cantly depending on the narrowness of the markets, mainly caused by low dispos- 
able income of the population and, therefore, by a low labour productivity. In 
this context, development policies should be oriented to overcome the constraints 
that arise from both the supply and demand sides, especially focusing on the 
key problem of under-investment and favouring the achievement of a ‘socially 
optimal’ total investment (Rosenstein-Rodan, 1943). On a different perspective, 
Hirschman (1958) highlighted that the main problems of underdevelopment 
concern the lack of entrepreneurship, rather than that of capital. 

Other contributions suggested a ‘dependency theory’ (e.g. Prebisch, 1950) by 
viewing the global economic system as distinguished between a ‘centre’ (developed 
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economies) and its periphery (underdeveloped countries), this latter largely 
depending on the former, mainly due to the international division of labour. 


5 The empirical evidence on economic growth and development 

While the size of an economy is measured by overall GDP, per-capita GDP is 
commonly used as proxy for the level of economic development. However, it 
should be mentioned that GDP at market exchange rates does not correctly reflect 
the purchasing power of a country’s income or, in other terms, the standard of 
living of its population. GDP at purchasing power parity (PPP) is considered a 
better measure for comparing cross-countries evidence. The so-called Balassa- 
Samuelson effect refers to the observation that the prices of tradable goods cannot 
vary greatly by location while most services are delivered locally, and also many 
manufactured goods have high transport costs, so price differences in the latter 
two can lead to persistent PPP-deviations. The so-called Penn effect says that 
where incomes are high, average price levels typically are high, thereby over- 
stating the purchasing power of rich countries relative to poor ones. 


5.1 Current situation and rankings in terms of GDP 

Table 12.1 shows some key indicators for the world’s 20 largest economies in 
2011, as measured (column 1) by their total GDP at market exchange rates. By 
this measure, the United States is the largest economy in the world (almost 22% 
share in world GDP), more than double than that of China, followed by Japan, 
Germany, France, Brazil, UK, Italy, Russia, Canada, and India (overall, the world’s 
20 largest economies make up 80% of world GDP). Considering the total GDP in 
PPP-adjusted terms (column 2), the United States remains on top but China is 
much closer (19% vs. 14% of world GDP). As for the other countries, the most 
striking difference in the position of the top economies is that of India (almost 6% 
of world GDP), ahead of both Japan and Germany. 

If we take, as usual, the GDP per-capita at PPP as a good proxy of the level of 
economic development (column 4), we can highlight that the US is in the seventh 
position in the world ranking with a value almost six times higher than that of 
China (92nd position in world ranking). 


5.2 Relative economic growth/decline in the GDP per cent share: a very long-run 
perspective 

Adopting the Maddison database, based on data expressed in millions of 1990 
International Geary-Khamis dollars, Table 12.2 provides a historical perspective 
- for the last 20 centuries — of the relative economic growth/decline in the GDP 
share of selected countries or economic areas of the world. Avoiding the discus- 
sion of the quality and comparability of Maddison’s data (over time and across 
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Table 12.1 Key indicators for the world’s 20 largest economies, 2011 

TotalGDP Total GDP Country Country 

at market at GDP GDP sharein  sharein 

exchange purchasing per- per- world world 

rates power capitaat capitaat GDPat GDPat 
(MER)? parity (PPP)? MER? PPP? MER PPP Population‘ 

United States 15,094 (1 15,094 (1) 48,387(14) 48,387 (7) 22 19 312 
China 7,298 (2) 11,300 (2) 5,414 (88) 8,382 (92 10 14 1,348 
Japan 5,869 (3 4,400 (4)  45,920(18) 34,740 (24) 8 6 128 
Germany 3,577 (4 3,099 (5) 43,742 (20) 37,897 (18 5 4 82 
France 2,776 (5 2,218 (9) 44,008(19) 35,156 (23 4 3 63 
Brazil 2,493 (6) 2,294(7) 12,789 (53) 11,769 (75) 4 3 195 
UK 2,418 (7 2,261 (8) 38,592 (22) 36,090 (22) 3 3 63 
Italy 2,199 (8 1,847 (10) 36,267 (25) 30,464 (29 3 2 61 
Russia 1,850 (9 2,383 (6) 12,993 (52) 16,736 (53 3 3 142 
Canada 1,737 (10) —- 1,396 (14) 50,436 (9) 40,541 (13) 2 2 34 
India 1,676 (11 4,458 (3) 1,389 (137) 3,694 (127) 2 6 1,207 
Spain 1,494 (12) 1,413 (13) 32,360 (27) 30,626 (28 2 2 46 
Australia 1,488 (13 914 (18) 65,477 (6) 40,234 (15) 2 1 23 
Mexico 1,155 (14) 1,662 (11) 10,153 (62) 14,610 (63 2 2 114 
Korea 1,116 (15) = 1,554(12) 22,778 (35) 31,714 (25) 2 2 49 
Indonesia 846 (16) 1,125 (15) 3,509 (109) 4,666 (120) 1 1 241 
Netherlands 840 (17) 704 (21) 50,355(10) 42,183 (10 1 1 17 
Turkey 778 (18) 1,074 (16) 10,522 (61) 14,517 (64) 1 1 74 
Switzerland 636 (19) 340 (36) 81,161 (4 43,370 (9) 1 0. 8 
Saudi Arabia 578 (20) 683 (22) 20,504 (38) 24,237 (39) 1 1 28 


Note: (a) millions of US dollars (world rank in parenthesis); (b) US dollars (world rank in parenthesis); 


(c) millions of people. 


Source: IMF, World Economic Outlook; World Bank, World Development Indicators. 


countries), from Table 12.2 emerges that China and India jointly had nearly 50% 
of world GDP up to 1820, then they had a sharp relative decline until 1980 (nearly 
30% in 1870 and 9% in 1950 and 1980), followed by a strong relative recovery in 
the last three decades (going back to close to 25% in 2008). Key determinants of 
the above data include the high population size of the two ‘giants’ and the relative 
growth/decline in Western Europe and United States. The US had an impressive 
relative growth in the period 1820-1950, followed by a relative decline in the last 
three decades; in the case of Western Europe, the relative growth in the period 
1000-1870 was followed by a gradual decline that accelerated in the last decades. 
In other terms, the economic developments of the last century have been domi- 
nated by the United States, but recent developments showed a relative decline in 
favour of China and, to a lesser extent, India. The economic development of the 
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Table 12.2 Relative economic growth/decline in a long-run perspective (1-2008): evolution in 
percentage share of GDP with respect to world GDP 


1 1000 1500 1700 1820 1870 1950 1980 2008 


Western Europe/ 13.7 9.0 17.8 21.8 22.9 33.0 26.2 24.2 17.1 
World 

US/World - - - - 1.8 8.9 27.3 21.1 18.6 
Japan/World 11 2.6 3.1 4.1 3.0 2.3 3.0 7.8 5.7 
China/World 25.4 22.7 24.9 22.3 33.0 17.1 4.6 5.2 17.5 


India/World 32.0 27.8 24.4 24.5 16.1 12.2 4.2 3.2 6.7 


Source: % share of GDP with respect to world GDP; our elaborations on Maddison online database. 
Original data are expressed in millions of 1990 International Geary-Khamis dollars. 


two ‘giants’ has been largely investigated according to very different time-periods 
and comparative perspectives (e.g. Valli and Saccone, 2009; Maddison, 2009; 
Srinivasan, 2004 and 2006; Wagener, 2009; Bosworth and Collins, 2008; Keren, 
2009; Marelli and Signorelli, 2011). 

By using the same database (Maddison), Table 12.3 shows the long-run evolu- 
tion in per-capita GDP in selected countries and economic areas. First of all, it 
should be noted that world per-capita GDP increased very slowly in the period 
1500-1820 (from 566 to 666), while it almost doubled in the following 80 years 
(up to 1261 in 1900). Subsequently, another acceleration occurred in the last half 
century (up to a value of 7215 in 2006). Not surprisingly, Africa is persisting at a 
very low level of per-capita GDP, while the US and Western Europe doubled their 
per capita GDP levels in the period 1940-1970 and again in the following period 
1970-2006. As for Asia, the continent doubled per-capita GDP in the period 
1940-1970, and, especially, it experienced an impressive growth of more than 
three times in the more recent period (1970-2006). 


6 Trends and progress in human development 

After the Second World War, there have been remarkable progresses in human 
development; almost all over the world, people have experienced substantial 
improvements in many aspects, and on average, they are today more and better 
educated, healthier, and wealthier. According to UNDP (2010) from 1970 to 2010, 
life expectancy at birth has increased by 18 per cent reaching a world average of 70 
years. Mortality rates are about 60 per cent lower compared to 1970 and a remark- 
able part of this advancement has been achieved in child mortality as well as in 
maternal mortality rates*. However, health progresses are not widespread and 
have been slower in recent years due to a reversal of trends registered in several 
African countries (mostly for the diffusion of HIV/AIDS) and in transition econo- 
mies (particularly in the former Soviet Union) due to the progressive dismantling 
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Table 12.3 Long-run evolution in per-capita GDP, 1500-2006 


1500 1600 1700 1820 1870 1900 1913 1940 1970 2006 


United States = = = 1257. 2445 4091 5301 7010 15030 31049 
Western Europe 77\ 888 993 1194 1953 2885 3457 4554 10169 21048 
Eastern Europe 496 548 606 683 937 1438 1695 1969 4315 7689 


Latin America = = = 712 742. 1206 1618 2122 4309 7002 
Asia 568 574 572 581 553 638 695 894 1525 5172 
Africa 414 422 421 420 500 601 637 813 1335 1662 


World 566 596 615 666 870 1261 1524 1958 3726 7215 


Note: per capita GDP expressed in purchasing power parity according to the value of international 
dollars ‘Geary-Khamis’ in the year 1990. 


Source: Maddison online database. 


of the welfare state. Improvements in education have been larger and more perva- 
sive: literacy rates increased by about 40 per cent since the 1970s, education has 
been extended to large sectors of the population, and gender equity in school 
for boys and girls has been achieved in many regions of the world, at least at the 
primary level. Almost all children have access to school today and a higher prob- 
ability to complete their studies; gender disparities are narrowing quite rapidly, 
but a gap still remains in many developing countries’. Standard of living also 
improved dramatically in recent decades: in all regions, per-capita income has 
risen although with different intensity between rich and poor countries and, in 
particular, between rich and poor people. 

However, what is important is not just the level of income, but how income 
is used and converted in human development. As Table 12.4 shows, there is not 
an obvious and direct correlation between HDI and GNI ranks and some coun- 
tries perform definitively better in terms of human development than others. 
Countries such as Nepal or Rwanda with large positive difference between GNI 
and HDI are good performers in terms of health and education. Nigeria, on the 
opposite, despite its relatively high GNI per capita (1.4 times the national income 
of Nepal and 2.8 times compared to Rwanda) poorly perform in terms of human 
development (with respectively 14 and 12 years of gap in life expectancy and three 
and four years in schooling). 

Inequality in health and education is also declining, but it is still rather perva- 
sive both across countries and within countries even if not as large as inequality 
in income and wealth (UNDP, 2014). Such inequality determines a loss in terms 
of potential human development, might be detrimental to economic growth 
and poverty reduction, and can further affect the quality of social and political 
engagement. In addition, it increases the risk of vulnerability of marginalized 
groups and undermines their resilience to recover from economic shocks*. 
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Table 12.4 Development performance for a selected group of countries 


GNI per GNI Life Mean 

capita’ HDI Per-capita expectancy years of 
HDI group rank rank 2013 (2011 Gini at birth schooling 
and country 2013 2013 Difference PPP USS) Index 2013 2012 


Very High Human Development 


Australia 20 2 18 41524 se 82.5 19.9 
New Zealand 30 7 23 32569 sd 81.1 19.4 
Ireland 29 11 18 33414 34.3 80.7 18.0 
Republic of 33 15 18 30345 ses 81.5 17.0 
Korea 

Poland 51 35 16 21487 32.7 76.4 15.5 
Low Human Development 

Nepal 168 145 23 2194 32.8 68.4 12.4 
Rwanda 171 151 20 1403 50.8 64.1 13.2 
Nigeria 126 152 -26 5353 48.8 52.5 9.0 
Madagascar 174 155 19 1333 44.1 64.7 10.3 
Sudan 143 145 -2 3428 35.3 62.1 13 


Source: Our elaboration on HDR data. 


Under the umbrella of the broad definition of human development, it is possible 
to find different interpretations, measures, and policy prescriptions, which lead 
to diversified results. In some cases, standard measures of economic develop- 
ment, such as GDP or national income, are simply integrated with education or 
health indicators in order to analyse how countries perform in these development 
dimensions or if and how these dimensions correlate to each other. In other cases, 
attention is paid to the necessity to actively invest in key development sectors 
such as education, health, and social protection for promoting inclusive develop- 
ment, economic growth, and competitiveness’. These approaches are all remark- 
able attempts to assume a broader view for a better understanding of development 
processes. However, in most cases they are not grounded on a specific theoretical 
framework, but rather tailored according to specific research interests or shaped 
on the basis of specific policy purposes.® 


7 Human development and economic growth: a bidirectional linkage 

The link between human development and economic growth is naturally bidirec- 
tional: on one hand, the resources necessary to support advancements in human 
development need to be produced through economic growth.’ On the other hand, 
advances in human development, such as improved health and education, can 
increase the productivity of the workforce and by this sustain economic growth. 
Within this broad interpretation of the two causal channels, other elements play a 
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role: pro-poor growth for example qualifies economic growth as one that benefits 
the poor.'° If economic growth contributes to increasing the income of families 
at the bottom of the distribution, this may trigger important human develop- 
ment effects, if for example poor families now have sufficient income to send their 
children to school or to provide them with necessary health care. Given other 
explanatory factors, growth seems to display a stronger contribution to human 
development when poor families receive its benefits and when women control the 
allocation of income, just as household expenditure on human development is 
found to increase with poverty reduction (Ranis et al., 2000, p. 198), and poverty 
is found to decrease with economic growth (Fields, 1989; Deininger and Squire, 
1996). 

Ranis et al. (2000) show that economic growth provides the necessary resources 
for public expenditures on health and education. For their empirical analysis, 
they restrict human development to ‘consisting of the health and education of its 
people’ though ‘recognizing that this is very much a reductionist interpretation’ 
(Ranis et al., 2000, p. 197). 

Social capital, norms, and informal institutions may further mediate the efhi- 
ciency with which the conversion of economic growth into human development 
is happening (Stewart, 1987; Addison et al., 1990; Ranis et al., 2000; von Jacobi, 
2014). Different institutional and structural variables can mediate the causal link 
between economic growth and human development: institutional setups, like tax 
collecting abilities and political representation of vulnerable groups, may play a 
crucial role for channelling the resources created by economic growth towards 
investments into human development. Gender inequality also plays a crucial role: 
‘gender inequality in education directly affects economic growth by lowering the 
average level of human capital. In addition, growth is indirectly affected through 
the impact of gender inequality on investment and population growth’ (Klasen, 
2002). 

Human development increases economic growth by securing greater produc- 
tivity of low-skilled workers when minimum health standards are met (often due 
to increased education of mothers) by providing technical and managerial skills 
to those that access secondary education and by shaping the selection and evolu- 
tion of national economic strategies and of institutions, mainly through activities 
related to tertiary education (Ranis et al., 2000, p. 201). An important consid- 
eration is the role of complementarities between different dimensions of human 
development (health, sanitation, food security, housing, etc.). These may further 
play a role as investments in human development may only be effective if threshold 
levels in other dimensions are also met — requiring not only more resources but 
also coordinated action and therefore a favourable institutional setting (Strauss 
and Thomas, 1995). A strict focus on single dimensions of human development 
and their effect on economic growth might provide misleading results as indirect 
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effects are to be expected (e.g. Sen, 2014). “We may miss the effect of increased 
education on health (Pritchett & Summers, 1996; Summers, 1992; and Younger, 
2002), and of improved health on education (Balasz et al., 1986; Bhargava, Jukes, 
& Sachs, 2001a; Kremer & Miguel, 2001; Pollitt, 1997 and Pollitt, 2001)’ (all in 
Bloom et al., 2004 p. 5). 

Some empirical evidence seems to suggest that improvements in human 
development can also trigger greater economic growth: in particular, increases 
in human capital are expected to increase the productivity of the labour force 
(see Ranis et al., 2000, p. 208, providing evidence on the role of adult literacy); 
schooling may also increase social capital and through this social inclusion and 
economic growth indirectly (e.g. Dinda, 2014). Apart from the role of educa- 
tion, another dimension of human development that is typically associated with 
productivity increases is health. See for example Bloom et al. (2014) who finda real 
productivity effect of health on growth, not just through a proxy-effect for worker 
experience: ‘a one-year improvement in a population’s life expectancy contributes 
to a 4% increase in output’ (p. 11). The productivity implications of education 
and health are so grounded in the economic literature that many authors just 
refer to human capital in both cases and suggest that human capital contributes 
to economic growth to a similar extent as physical capital. The channels through 
which this happens are many: ‘In a fully specified model, life expectancy may 
influence life cycle savings (Lee, Mason, and Miller, 2000) and capital accumula- 
tion, and the expected returns to and investment in education (Bils and Klenow, 
2000). Thus improvements in health may increase output not only through labour 
productivity, but also through the accumulation of capital’ (in Bloom et al., 2004, 
p. 11). Empirical evidence however remains mixed: Benhabib and Spiegel (1994) 
for example find a role of human capital for total factor productivity but not for 
per capita growth. 

That human development dimensions affect economic growth is rooted 
also within the literature on economic growth. See for example Barro (1998), 
according to whom education and health are typical explanatory factors for 
cross-sectional analyses of growth, although along with other factors: ‘For a 
given starting level of real per capita GDP, the growth rate is enhanced by higher 
initial schooling and life expectancy, lower fertility, lower government consump- 
tion, better maintenance of the rule of law, lower inflation, and improvements in 
the terms of trade’ (p. 2). 


8 Human development versus economic growth: policy implications 

Whether one paradigm is used over the other can make a difference for policy 
approaches. Since 1990, the concept of human development has increasingly 
found its way into national and international development agendas and target 
goals: growing attention has been paid to individual basic needs and the necessity 
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to allow people to achieve a minimum or decent standard of living in some essen- 
tial spheres of human life. While these diverse perspectives can be rather different 
in terms of the number and range of aspects included in the human development 
account or in the focus/extent of analysis (individuals, target groups, countries, 
or global scale), they all go beyond the narrow GDP-type perspective that reduces 
the notion of socio-economic progress to the money-metric and instead assume 
multidimensionality as a common trait. 

In favouring one approach over the other, a main issue is therefore sequencing 
and focus of policies: compare this with the two main elements of distinction of the 
Human Development paradigm. First, it gives room to a plurality of valuable ends, 
and not only the values of economic utility as expressed and promoted by markets. 
As the above definition outlined, special attention is placed on dimensions of 
human life - such as material living conditions, education and health - that should 
be universally regarded as essential for human beings. However, what people can 
have, do, and be in a plurality of other spheres, including political freedom and 
human rights, should be the ultimate goals of any development process. This does 
not mean to refuse the importance of income and economic growth as essential 
means for improving human well-being and expanding human options; however, 
they should not be seen as the final ends of development. Second, the Human 
Development paradigm is a people-centred approach that puts people at the centre 
of its concerns as both the beneficiaries and the drivers of any development process: 
improving human well-being, more than increasing national income or domestic 
production, should be the ultimate goal of development. 

Critiques to the economic growth paradigm do not necessarily embrace the 
Human Development Paradigm: they may be driven by concerns about inequality 
or about environmental sustainability, which are elements that tend to be neglected 
when the notion of development is being reduced to economic growth only. Yet, 
the human development approach provides a conceptual framework in which all 
of these elements can easily be accommodated. The broad and holistic perspective 
of human development rests on three main pillars, namely on (1) equity, claiming 
that equal opportunities should be open to everybody without any discrimina- 
tion based on personal features such as gender, ethnicity, age, income, or social 
status; (2) empowerment and agency, assuming that development means first and 
foremost enabling people - all people including disadvantaged groups — to act 
for change and for driving valuable outcomes; (3) sustainability, meaning that 
opportunities must be equally accessible for present and future generations and 
therefore environmental, economic, and social resources should be used while 
keeping the future in mind. 

These three principles, jointly considered with the two distinctive features 
above mentioned - plurality of dimensions and a people-centred view — can affect 
both the design and the assessment of policy interventions. 
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First, a country’s performance should not be evaluated in terms of income or 
production increases, but rather in terms of the impact that such improvements 
may have on people’s lives. Second, it is not just the quantity of growth, but also 
its quality that needs to be considered in order to assure the sustainability of any 
development process. This requires preserving environmental assets as well as 
social cohesion and inclusiveness of economic development. Third, concerns of 
inequality should be central in any human development strategy. Overlapping 
and persistent disparities in empowerment, outcomes, and access to opportuni- 
ties in different spheres can reinforce and perpetuate these inequalities, which 
on their side can limit progresses in human development. Fourth, investments 
in key sectors of human development, such as health and education, require 
time before producing benefits and results; therefore, a long-run perspective 
needs to be assumed for evaluating the returns of these investments. Finally, 
institutional settings and structural and political constraints matter and there- 
fore a ‘one-size-fits-all’ strategy cannot be effective in designing human devel- 
opment policies. 


9 Specific aspects for the emerging and transition economies 

The transition or “Great Transformation’ that occurred in Eastern Europe after 
1989 involved many spheres: institutional, political, social, economic (Kornai, 
2006); the core of the transformation was institutional change, an overall process 
in which price liberalization, privatization and the emergence of a new ‘govern- 
ance’ were key aspects (e.g. Marelli and Signorelli, 2010a). First of all, the complex 
institutional change in the CEECs has affected economic growth because of the 
‘transitional recession’ of the initial years, subsequent recovery in the 1990s, 
rapid growth in the 2000-2007 period, up to the 2008-2009 world recession. In 
general, the key factors of growth include technical progress, physical capital, 
and human capital, as stated in standard neoclassical and endogenous growth 
models. 

Economic development in a broad sense is also shaped by more general factors, 
such as social capital and quality and the effectiveness of ‘governance’, which is 
itself an aspect of the process of institutional change. Notice that there is also 
feedback from economic growth to institutional change because high, balanced 
economic growth facilitates the implementation of structural reforms (partly by 
increasing the ‘tolerance’ versus the short-run costs they often involve). 

Development processes are closely interrelated with vast structural changes, 
involving first a transformed sectoral mix, with contraction of manufacturing 
(especially heavy industry) and an expansion of services, particularly in capital 
cities. As already mentioned, before the onset of the transition, the situation in 
the CEECs was characterized by ‘full employment’ (and comparatively high levels 
of human capital), but also by low productivity and underemployment. 
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The subsequent dynamics produced lower employment and rising unem- 
ployment, but were accompanied by significant productivity gains, together 
with changes in the spread of the shadow economy. However, the labour market 
performance and dynamics (including job types) differed widely according to 
gender, age, and region. First, it should be noted that the ‘transformational reces- 
sion and unemployment’ which occurred during the first years of transition were 
largely unexpected by many economists. Although some of the economic liter- 
ature had already analysed the importance of institutions and their effects on 
uncertainty (e.g. Hirschman, 1970; North, 1990), the renewed focus on the key role 
of institutional change was also due to the evident difficulties in finding explana- 
tions for the (differences in the) economic performance of transition countries 
by means of standard (or even neoclassical alone) approaches and instruments, 
partly adopted in development economics. 

A significant part of the literature highlighted the role of initial economic/ 
institutional conditions (De Melo et al., 1997), the reform/institutional policies, 
and speed of transition (e.g. Aghion and Blanchard, 1994) in explaining GDP 
dynamics. Hare (2001) examined the role of certain key institutions and high- 
lighted the importance of ‘missing institutions’ in the early stage of transition. 
Nuti (2004) discussed the complexity of the ‘great transformation’, the role of an 
institutional vacuum, and the huge national differences in the paths of institu- 
tional transition. Roland (2002) considered certain stylized facts of the transi- 
tion process in CEECs and China, and proposed an ‘evolutionary-institutionalist’ 
interpretation founded on (1) the institutional perspective, (2) the evolutionary 
approach, (3) the great importance of economists’ relative ignorance of economic 
and social systems and their transformation, and (4) the emphasis on the high 
level of uncertainty associated with social engineering (aversion towards large- 
scale institutional transformation). 

The effects ofinstitutional changes on productivity, growth or employment have 
been examined - in various phases of the transition - by Marelli and Signorelli 
(2010b). Some comparative analyses between Eastern and Western Europe have 
been carried out: for instance, Stephan (2002) focuses on sectoral structure, path 
dependence, and specialization patterns to explain the productivity gap. Marelli 
(2007) investigates specialization and convergence of the EU-25 countries and 
regions, also focusing on the role of structural convergence and diversification of 
production in affecting the dynamics of employment, output, and productivity. 
Concerning Eastern countries, while broad economic structures - in terms of 
value added or employment - have not always converged (‘specialization indexes’ 
are generally higher in the CEECs than in Western countries), the differences 
in trade specializations have declined continuously. Some of the new member 
states have changed their specialization towards medium and high-tech products 
(including machinery and transport equipment), for which the world demand 
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has been dynamic: these countries can take advantage of a highly skilled labour 
force, huge FDI inflow, restructuring in production, and modernization of capital 
stock (Zaghini, 2005). In contrast with former mono-industrialized industrial 
regions (generally specialized under central planning in mining production, 
steel and textile industries, and armaments), some regions were more prompt to 
change their specialization. This is the case of regions with capital cities: they 
were generally highly diversified and more flexible in adjusting to transition and 
to EU integration and changing economic structures. The clustering of activi- 
ties around capital cities - whose growth of productivity and per capita income 
has been much faster than in the rest of the countries - can also be explained 
by the interaction between industrial activities, existence of advanced services, 
accessibility to both domestic and foreign markets, and availability of ‘superior’ 
resources, such as public services, research centres, human capital, FDI attraction 
pools, and good infrastructure. 

Thus, structural change interacts with the spatial distribution of economic 
activities. Some regions, especially the leading regions of transition countries, 
can become centres of production thanks to the relations between the working of 
scale economies and trade costs: economies of scale, together with easier access to 
markets, may compensate for higher production costs. Spatial polarization effects 
- for example, those investigated in the new economic geography - may derive 
from the interplay between trade integration, economies of scale, and concen- 
tration of production (Krugman, 1993). Scarpetta (1995) showed that transition 
mostly affected regions where production was concentrated under the planned 
economy. On the contrary, accessibility factors such as distance from the core of 
Europe were stressed by Gorzelak (1996). One conclusion about regional dispari- 
ties is that economic growth and catching-up of transition countries have reduced 
the gap (at national level) with Western Europe, but at the cost of increasing with- 
in-country (regional) disparities (Marelli and Signorelli, 2010c). 


10 Conclusions 

This chapter has focussed on two different paradigms of socio-economic progress: 
economic growth and human development. While both paradigms have evolved 
in different periods, emerging from rather different schools of thought, they both 
address the open question of how societies can improve their quality of living. 
In line with their theoretical set-ups, the two paradigms suggest different obsta- 
cles to development. Yet, they appear not to be mutually exclusive. In fact, each 
comprises elements of the other within its list of explanatory factors and potential 
drivers. Inequality, both monetary and non-monetary, and contextual features 
such as local economic structure or institutions further seem to play a crucial 
role in linking the outcomes of economic growth to the outcomes of human 
development. 
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Notes 

1. Director and lead author of the early Human Development Reports was Mahbub ul 
Haq. On his legacy on human development thinking see ul Haq (1995). 

2. It should be noted that the statistical analysis proposed by Kuznets does not identify a 
causal relationship between growth and income distribution. 

3. Since the first Human Development Report, a composite index of human development 
has been formulated in order to monitor human progress. This index (called Human 
Development Index, HDI) focuses on the three basic dimensions of human capabilities, 
namely life expectancy, educational attainment, and command over the resources 
needed for a decent living. Other indexes have been associated to HDI in order to 
capture inequality, poverty, and gender gaps. Every Human Development Report gives 
account on technical aspects of these indexes and their trends. 

4. However, in both cases their fall is slower compared to what is needed in order to reach 
the MDG targets of reducing by two thirds the under-five mortality rate (MDG4) and 
by three quarters maternal deaths (MDGS) (UN, 2014). 

5. What is recognized as still being problematic is the large variety in the quality of 
education. 

6. In order to estimate the loss of human development due to inequality, in 2010 UNDP 
introduced a measure of inequality (called Inequality-Adjusted Human Development 
Index) that takes into account how life expectancy, years of schooling, and income are 
distributed within country. 

7. The Human Development Network (HDN) at the World Bank is a remarkable example 
in this regard, aimed to support developing countries to deliver equitable and effective 
health, education, and social protection services. See for instance, World Bank (2012) 
on Jobs and Human Development. More references can be found on the Human 
Development Network website. 

8. Millennium Development Goals are just an example. On several ‘unintended 
consequences’ in terms of strategic priorities and over-simplification of development 
objectives produced by MDGs, see Fukuda-Parr (2014). 

9. Such a view is excluding the role of aid and that of social innovation, which may provide 
alternative resources to expanding human development progress. 

10. For an introduction and details about the relative and absolute pro-poor growth 
concept see Ravallion, 2004. 
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Abstract 

In the early phase of transition that started with the 1990s, Central and Eastern 
European Countries (CEEC) have pursued far-reaching vertical and individual 
industrial policy with the focus on privatization and restructuring of traditional 
industries. Also foreign investment from the West and facilitation of the develop- 
ment of a market economy involved massive injections of state support. With their 
accession to the European Union (EU), levels and forms of State aid came under 
critical review by the European Commission’s DG Competition. Findings suggest 
that once having entered the EU as full members, the new members from the East 
appear to have been converging into rather stringent competition cultures. 


1 Introduction’ 

In the early 1990s, and towards the start of the transition phase, Central and 
Eastern European countries (CEECs)’ relied upon public sector outlays to 
promote industrial restructuring. State aid included tax incentives for investors, 
establishment of special economic zones, and the like, with the additional aim 
to support inflows of foreign investments from the West. Since 2004, 11 CEECs 
joined the European Union (EU) in three waves of enlargement. Membership in 
the EU provided further access to structural funds, but at the same time acces- 
sion countries were also obliged to adopt and enforce the acquis communautaire 
and thus had to comply with European State aid rules. The integration of the new 
Member States has come under critical review by the European Commission as 
well as their government support in the form of the many kinds of State aid that 
countries may use or have been using. 

An earlier analysis’ reveals that effectiveness of implementation of competition 
law and policy in general and the intensity of competition do appear to run lower 
for CEECs compared to the EU-15 countries. The inquiry presented here aims to 
clarify whether this comparatively lower level of performance goes hand in hand 
with State aid being granted more generously (with less supervision, scrutiny, 
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and lower levels of accountability) in the CEECs. Roller and Hirschhausen 
expected major implications regarding the assessment of State aid measures in 
former socialist countries having in mind the experience from East Germany.* 
Also, CEECs have a strong tradition of government intervention resulting from 
the planned economy system. Even at the dawn of EU accession, their level of 
public support to certain industries and individual firms was significantly higher 
than in the EU-15 Member States. Three years after the 2004 accession with ten 
new members joining, a study by Hashi et al. found that ‘the general philosophy 
[regarding State aid policies] does not appear to have changed fundamentally 
since the accession’. The authors inquire whether government intervention in 
the form of State aid influenced industrial competitiveness and find that competi- 
tiveness is not improved by State aid policies. Rather, competitiveness is driven by 
firms’ own efforts. 

Since 2004, eleven CEECs joined the EU in three waves of enlargement. Thus, 
the first decade has passed since the first Eastern enlargement with eight new 
Member States from Central and Eastern Europe.® The aim of this chapter is to 
outline whether industrial policies before and after accession were considerably 
more pronounced in the East to thereby challenge the European State aid regime 
or whether the alleged lax enforcement in the new Member States is a myth. The 
analysis hence reviews how State aid and competition policy in the CEECs has 
developed after accession. 

Following the first introductory section, Section 2 places State aid and compe- 
tition policy into the context of EU competition policy whereas Section 3 broaches 
the issue of CEECs’ industrial policies. This section further provides stylized facts 
of State aid in a comparative perspective providing an overview of the develop- 
ment of a competition culture comparing the ‘old’ EU-15 with the new member 
countries. This quantitative analysis is based on a careful evaluation of statis- 
tics and data provided by the European Commission and national authorities. 
Section 4 discusses State aid practice in the Member States with a focus on the 
different types of aid and whether the aid conforms to the strategy of less but 
better aid. Section 5 evaluates the adequacy of current procedures with a view 
on a level playing field for doing business in the European Union. Finally, the 
developments of the European shipbuilding industry are presented by analysing 
exemplary cases in which State aid delivered to shipyards in the West and East 
was declared unlawful. This delivers a convincingly clear picture of the effective- 
ness of State aid control in the EU members of the East. 


2 Competition and State aid law in the European Union 

Since its enactment in 1958, the EC Treaty always contained rules regulating indus- 
trial policy and the provision of State aid. The primary function of such a control 
is to ensure free competition between enterprises from different Member States 
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on the common market. In general, State aid is prohibited if the aid measure is 
granted through state resources and if it could distort competition in the internal 
market. However, there are also exemptions from the prohibition with a view to 
balance competition and trade considerations against the wider objectives of the 
EU (e.g. economic and social cohesion). The general block exemption regulation 
(GBER’), which was introduced in 2008, is a case in point by relaxing the rules 
where aid measures address horizontal objectives (e.g. aid for research and devel- 
opment (R&D), environmental aid).® 

The power of State aid regulation in the EU is firmly allocated to the European 
Commission in the Directorate General Competition. The Commission must 
be notified of all State aid measures, and they can only be put into effect after 
having been approved by the EU. Where the Commission regards a measure as 
not compatible with State aid rules, it will come to a negative decision. Firms that 
already received aid without EU consent may be liable to paying back, if the aid 
was disapproved of ex post. 

In 2005, the Commission published a so-called State aid Action Plan (SAAP’) 
with the objective of ‘less and better targeted State aid’. Its objective was to 
encourage Member States to reduce their overall State aid levels whilst redi- 
recting State aid resources at objectives with a clear community interest. The atti- 
tudes towards State aid were influenced by the Lisbon Agenda, with the Council 
of Ministers taking a growing interest in the scale and efficiency of government 
intervention. This is pronounced in the objective of ‘Less aid, but better’!°. Thus, 
the notation of ‘better aid’ comprises public support directed at projects focusing 
on R&D, environmental issues, or support for small and medium-sized enter- 
prises (SME). 

Even though the amount of State aid in Europe has steadily declined over recent 
decades, the level of State aid in some Member States is still considerable. In some 
cases, State aid is not even well targeted at the Lisbon objectives and hence may 
threaten a level playing field in the European common market. 


3 Competition and State aid in Central and Eastern Europe 

In the East European centrally planned economies, State aid had been an essen- 
tial instrument: budgetary subsidies were necessary to compensate firms for the 
losses incurred by producing under a distorted price system. At the beginning of 
the transition period, these subsidies were reduced in line with price liberaliza- 
tion. However, the decline of budgetary subsidies was paralleled by the emergence 
ofa series of indirect and less transparent forms of state support to inefficient firms 
and sectors; State aid has become an important instrument during the process 
of economic transformation in most CEECs.'! In these times, governments 
supported enterprises with massive injections of State aid.’” Yet, the bulk was not 
connected to any long-term development policy but to rescuing enterprises in 
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difficulty in order to ‘speed up the adjustment process and rescue as many enter- 
prises as possible’. This was motivated to a large extent by political and electoral 
considerations.'* Rescue and restructuring policies of the early transition period 
may be described as unplanned, reactive and non-transparent, and had a strong 
‘crisis management’ feature: ‘[o]pen and hidden subsidies flowed to some enter- 
prises and sectors even when it was established that many of them had no future 
in a competitive market economy and had to exit anyway’."* Thus, there has been 
a tremendous misfit between post-communist State aid practices and the State 
aid policy of the European Union" with its subsequent equally tremendous need 
for adjustment of State aid rules according to the acquis communautaire in the 
pre-accession period. 

This policy change was initiated with the beginning of the accession nego- 
tiations with the EU. The CEECs’ commitment to adapt national State aid poli- 
cies according to European rules dates back to the entry into force of the Europe 
Agreements. 

The Europe Agreements contain State aid provisions that closely followed the 
model of the EC Treaty (general ban), which instruct the CEECs to eliminate 
State aid if it distorts trade with the EU and to make their State aid expendi- 
tures transparent.’® Prior to their accession, all CEECs adopted national State 
aid laws and established national authorities; the Commission was not author- 
ized to decide on State aid issues until accession of the CEECs. Those national 
State aid rules and enforcement authorities served as some kind of learning and 
test arena for the time after EU accession: ‘Harmonization in this context takes 
on a specific character, one that is more about learning to play the game than 
about borrowing rules’.”” Still, this did not necessarily result in a competition 
culture already comparable to the old EU Member States. In fact, the amount 
of State aid granted in the CEECs exceeded the intensity that was common 
amongst the EU-15 Member States: in the year 2000, total State aid amounted 
to some 1.1 per cent of GDP (measured in purchasing power standard) amongst 
the CEECs against only 0.4 per cent among the EU-15 (Figure 13.1). The gap 
even increased until 2003, peaking at 1.9 per cent versus 0.4 per cent in the West. 
In the following years, the aid level among the CEECs has converged to West 
European levels, even if it still remains somewhat higher (0.5% in 2011) than in 
the EU-15 countries (0.4% in 2011). In the most recent member state, Croatia, 
this peculiar development is mirrored with a three year delay, but still remains 
twice as large as in the other CEECs. The following years will show whether EU 
accession of Croatia will bring substantial changes in the level of State aid as 
observed among most CEECs./® 

There are other important variations between CEECs regarding State aid levels: 
Croatia, Hungary, the Czech Republic, Slovakia, Poland, and Slovenia are at the 
higher end of the spectrum, whilst Estonia, Bulgaria, and Lithuania offer much 


Competition Policy 249 


0.0 T T T T T T T T T T T 1 
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 


— EU 15 - CEEC** Croatia 


Figure 13.1 Total State aid,* 2000-2011 


Note: * less Agriculture, Fisheries and Transport, as % of GDP, crisis measures excluded 
** CEEC includes Bulgaria and Romania from 2002 onwards only. 


Source: State Aid Scoreboard, Autumn 2011; Annual Report 2011 by the Croatian Competition Agency. 


less aid to their industries (Figure 13.2). CEECs are not at all homogeneous in this 
respect. 

These differences may already raise the preliminary expectation that State aid 
policy in some CEEC Member States is, in general, more lenient than in the West. 
Institution-building, importance attached to FDI with the expectation of inter- 
national technology transfer, the apparent difficulties in negotiations with the 
EU over the acquis communautaire, and a playing field with respect to competi- 
tion policy slightly tilted towards the East’? all serve to nourish this assumption. 
Further, the intensity of use of State aid in industrial policy will in general tend 
to be more pro-active in economies with larger productivity gaps, lower sectoral 
diversity or adjustment to international division of labour and structural flex- 
ibility in general. Whilst this comparative issue is rather underrepresented in the 
literature”°, and no clear answer can be given so far, the compliance literature in 
other policy-fields does maybe surprisingly suggest that there is no significant 
lag in institutional enforcement among the CEECs: so, Falkner and Treib (2008) 
find a good pattern of transposition of EU law into national law in the four inves- 
tigated CEECs but rather flawed enforcement (which incidentally could also be 
observed in two old Member States, namely Italy and Ireland).”! 


250 Jens Hélscher 


“1 2004 2005 2006 m 2007 © 2008 m 2009 2010 2011 


Figure 13.2 Total State aid* for CEECs, 2004-2011 
Note: * Less agriculture, fisheries and transport, as % of GDP. 


Source: State Aid Scoreboard, Autumn 2009; Annual Report 2011 by the Croatian Competition 
Agency. 


On the other side, evaluations of innovation policies in CEECs suggest that 
their emergence after EU accession largely followed the same pattern as in 
Western Europe (the countries do generate very good basic research, but lack 
positive results in terms of commercialization of research results or inventions).” 
Furthermore, the application of instruments even produced a much stronger hori- 
zontal bias than was common in Western Europe at the same time. This may be 
attributed both to the way that policy makers in the East apparently understood 
EU State aid regulations”’, and to a general neo-liberal perspective and macro- 
policy bias of policy makers during the early 2000s‘. Both interpretations tend to 
suggest a tendency towards a level playing field. Yet, this issue remains undecided, 
and it is the task of the following sections to test this by providing a quantitative 
overview and by way of qualitative analysis. The results generated are rounded off 
by a review of a particularly insightful case study. 


4 State aid practice and competition 

In terms of the objectives of State aid, the European Commission distinguishes 
two broad categories: sectoral and horizontal State aid. Sectoral aid is consid- 
ered to be an important instrument in the course of restructuring and privatizing 
state-owned enterprises.*° State aid for horizontal objectives, that is, not granted 
to a certain industry sector, but to R&D or environmental projects for all indus- 
tries alike, is considered as being better suited to address market failures, thus 
less distortive than sectoral aid, and thus largely synonymous with ‘well-targeted’ 
State aid.*® Regional aid is classified by the European Commission as ‘horizontal’, 
suggesting such aid is in line with the shift to more broadly-based objectives. 
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However, much of regional State aid ends up in the hands of individual firms and 
investors.”” 

In the mid-1990s, only around 50 per cent of aid was granted for horizontal 
objectives in the old Member States. As it was one of the key Lisbon purposes to 
redirect State aid towards horizontal objectives, this share increased rapidly in 
the EU-15 countries. In the CEECs, data only exists from the year 2000 onwards: 
here, the share of horizontal aid decreased prior to accession. After accession, the 
share increased rapidly and reached a level of 50 per cent in 2007. Yet, the share of 
horizontal aid in EU-15 Member States amounts to more than 60 per cent since 
2005 (Figure 13.3). The level of sectoral aid fell enormously after accession but still 
exceeds the EU-15 level: in 2011, CEECs spent 18 per cent of aid on sectoral objec- 
tives, whereas in the EU-15 Member States the share of sectoral aid amounted to 
only 9 per cent. In 2011 regional aid accounted for 39 per cent of all aid in CEECs 
and 25 per cent among the EU-15 Member States.”8 

Disparities between East and West before accession can be explained in part by 
the restructuring of industries in order to reach viability and to complete privati- 
zation. Furthermore, CEECs took advantage of the transitional rules and the rules 
on existing aid agreed upon in the accession negotiations. The previous, more 
lenient treatment of State aid became more difficult after accession as the CEECs 
had to comply with the European State aid rules. Thus, in several Member States, 
the last chance for sectoral aid was exploited. After accession, the speed of adjust- 
ment of national State aid policies, however, differed between CEECs. Horizontal 
policies in general did not generate much interest in Poland as compared to other 
countries prior to accession. State aid in Poland had a bias on large enterprises 
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Figure 13.3 Share of horizontal, regional and sectoral aid in EU-15 and CEEC*, 2000-2011 
Note: * Bulgaria and Romania from 2002 onwards. 


Source: European Commission, State Aid Scoreboard, own calculations. 
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with a share of around 60 per cent.”? The Polish government seemed to give prec- 
edence to national policy goals over European State aid policy (most prominent 
examples include the shipyards, see case study in Section 6).*° Other CEECs, such 
as Estonia and Slovenia, reached a share of horizontal aid above 75 per cent by 
2000. The government in Estonia always spent public support solely for hori- 
zontal measures. 

However, comparing the allocation of aid measures among the Member 
States shows that the largest differences exist between North-West and South- 
East Countries. Whereas the countries in Northern Europe (including the Baltic 
States) spend nearly 100 per cent of all aid to horizontal measures like R&D and 
environmental protection, the countries of Southern Europe allocate a large 
proportion of aid to sectoral or regional objectives. Croatia also seems to follow 
this scheme. Situated in South-East Europe, Croatia grants the majority of state 
support (73% in 2011) to sectoral aid measures with a focus on shipbuilding and 
transport, while horizontal aid accounts for only 15 per cent and regional aid for 
a mere 8 per cent. 

In 2005, the Commission published a so-called State aid Action Plan (SAAP) 
with the objective of ‘less and better targeted state aid’. It encourages Member 
States to reduce their overall State aid levels, whilst redirecting State aid resources 
to objectives with a clear community interest. “Better aid’ in this sense comprises 
public support directed at projects focusing on research and development (R&D), 
environmental objectives, or support for small and medium-sized enterprises 
(SME). The share of these objectives in EU-15 Member States and CEECs is repre- 
sented in Figure 13.4. Whereas the share of aid for R&D projects and environ- 
mental issues consistently increased among the EU-15 Member States, the largest 
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Figure 13.4 Distribution of horizontal measures in EU-15 and CEEC*, 2000-2011 
Note: * Bulgaria and Romania from 2002 onwards. 


Source: European Commission, State Aid Scoreboard, own calculations. 
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attention in CEECs still is focused upon employment aid. Furthermore, the 
share of SME support programmes decreased rapidly since 2008 among CEECs. 
During the transition phase, SME programmes assumed a central role in all post- 
communist governments: the expectation was that SMEs are key players in a 
market economy, as they can respond quickly to market signals and thereby help 
to promote competitiveness.*! 

Whether the SAAP has produced any more suitable environment for the 
governance of State aid is of course a matter of debate, but that remains beyond 
our objectives here. Our interest, focused upon a comparison between East and 
West has produced a clear message: the line of division does not run East-West, it 
appears to run North-South. 

Contrary to such ‘better aid’, European governments regularly grant aid to 
individual firms in order to rescue or restructure companies in difficulties. This 
clearly is among the most distortive type of State aid: State aid to rescue ailing 
companies typically does not result in their restructuring, but rather prevents 
market adjustments that are or will become necessary at some point because inef- 
ficient companies are artificially kept in the market at the cost of competitive 
firms. Prior to accession, the level of such rescue and restructuring (R&R) aid 
had been high among most CEECs. Hashi reports that in Poland 20 per cent of 
all aid in 2001 and even 23 per cent in 2002 was used for this objective.*” And yet 
after accession, the level of R&R aid dropped sharply to a level even lower than 
among EU-15 Member States (Figure 13.5). Of course, one has to bear in mind 
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Figure 13.5 Rescue and restructuring (R&R) aid*, 2003-2011 (million €) 
* without crisis measures. 


Source: State Aid Scoreboard: Statistical Tables, Autumn 2012, own calculation. 
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that R&R aid is sometimes supposed to be reported under employment schemes, 
for example in Poland in 2000: R&R aid amounted to only 7 per cent whereas 
employment aid levelled at 24 per cent.*? Thus, the total amount of R&R aid might 
be higher. From a country perspective, Poland and Romania spent the highest 
amounts in attempts to rescue or restructure individual companies among the 
CEECs in the period 2006 to 2011. With regard to Croatia, it would rank third 
among the CEECs with more than 140 million € of R&R aid spent in these six 
years. Among the EU-15 Member States, France, UK, and Austria had the highest 
levels of R&R aid. 


5 Lawenforcement 
Another indicator for the establishment of a level playing field in State aid is the 
number of decisions taken to open formal investigations on individual State aid 
incidences. Such in-depth investigations are started if the Commission has doubts 
about the compatibility of an aid measure with the objectives of the common 
market. A decision to open a formal investigation must already summarize the 
relevant issues of fact and law. It further must be preceded by a preliminary assess- 
ment as to the aid character of the measure and set out the commission’s doubts 
in more detail. 

The share of State aid cases, in which a preliminary assessment was followed by 
a formal investigation procedure, significantly fell after 2004 and in 2011 reached 
a mere 2 per cent in comparison to over 30 per cent in 2004 (Table 13.1). Yet, 
huge differences among the CEECs exist: whereas the share in Romania, Hungary 
and Poland is above average (26%, 12% and 10%), other Member States were not 
yet confronted with a formal investigation procedure at all (Lithuania). Some 
of these formal investigation procedures concern State aid measures adopted 
before accession. Although the CEECs already established State aid enforcement 
prior to accession, the Commission had doubts as to the compatibility of certain 
measures.** 


Table 13.1 Formal investigation procedures in CEECs*, 2004-2011 


2004 2005 2006 2007 2008 2009 2010 2011 _~ Total 


State Aid Proceedings 46 113 124 80 95 103 88 4 632 


No objections 9 72 115 55 72 112 92 64 591 
Formal Investigations 14 6 13 7 10 9 5 1 65 
Share of Formal 30% 5% 10% 9% 11% 9% 6% 2% 9% 


Investigations 


Note: * only procedures of DG Competition. Agriculture and Fisheries are not included. 


Source: State Aid Register (Online Database), own calculations. 
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Table 13.2 Share of positive and negative decisions, share of un-notified aid, 


2000-2011 

Positive* Negative Un-notified aid 
EU-15 94.5% 5.5% 13.6% 
CEECs 974% 2.6% 9.1% 


Note: * This figure includes not only ‘positive decisions’, but also all other decisions 
with a positive outcome (e.g. Art. 4(3) decision not to raise objections) 


Source: State Aid Register, own calculations. 


As Table 13.2 shows, the share of un-notified aid is lower in the case of the CEECs 
as compared to the old EU-15. As it can be assumed that the EU Commission and 
not least competitors will keep a close eye on State aid granted, this does indicate 
that the governments in CEECs play by the rules. This is mirrored in the share 
of negative decisions, which is also lower in CEECs than in the EU-15 countries 
(2.6% compared to 5.5%). 

We should not expect the EU Commission to take a more permissible stance 
towards State aid in the CEECs: since accession, DG Competition released 17 
negative decisions* regarding State aid measures in CEECs. Thereof, ten cases 
required recovery of unlawful aid. The 17 decisions concerned aid measures in 
Poland (6), Hungary (6), Slovakia (3), Bulgaria (1), and Romania (1). Most of 
these cases concern the restructuring of companies (8) or sectoral development 
(3), both objectives which are assumed to cause the most distortionary effects on 
competition. 

The following section will discuss in more detail selected State aid cases 
in the shipbuilding industry. The latter has gone through major structural 
changes during the past few decades. Increasing competition from Asia forced 
the European industry into enormous adjustments regarding the number of 
employees and the strategy of each shipyard. During that time, many European 
Governments supported their shipbuilding industries with massive state injec- 
tions. Thus, many of these measures were subject to State aid proceedings by the 
European Commission. 


6 The European shipbuilding industry 

For the last couple of years, the European shipbuilding industry had to cope 
with fierce competition, mainly from Asian shipyards. The industry boomed at 
the end of the 1990s and at the beginning of the new millennium which made 
the shipbuilding industry attractive for further entrants, mainly from Asia. In 
South Korea and China, several new shipyards opened doors. However, at the 
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end of 2008, the financial markets collapsed, also affecting the entire maritime 
sector. The European shipbuilding industry has lost more than 25 per cent of its 
employees since 2007 (Figure 13.6). The largest number of lay-offs occurred in 
Poland and the UK. 

Yet, these overcapacities and the rapidly increased market shares of Asian 
competitors tempted European governments to grant national shipyards oper- 
ating aid above the regular ceilings.*° Thus, it is not astonishing that European 
shipyards are consistently subject to formal investigation procedures regarding 
the legality of State aid measures. Since 2000, the European Commission released 
more than 90 decisions concerning aid measures in favour of individual ship- 
yards in the EU. In 23 cases, public support aimed at rescuing or restructuring 
a shipyard in difficulty, and 11 of these cases ended with a negative decision 
by the Commission as the aid measure was not in line with EU rules. Reasons 
leading to these negative decisions often include a not fully implemented restruc- 
turing plan and unrespected capacity limitations (Hellenic Shipyards’, Kvaerner 
Warnowwerft*®). 

Figure 13.6 also shows that the shipbuilding industry is vitally important 
for the Polish economy. Yet, compared to the old Member States, and prior to 
accession of CEECs, Polish shipyards were completely state-owned, character- 
ized by massive overcapacities, and were not competitive without public support. 
Restructuring took place only after Poland joined the EU, and it involved massive 
financial support by the Polish government. This clearly had attracted the atten- 
tion of the EU. 

On 1 June 2005, the Commission published its decision to open a formal 
investigation examining State aid measures in favour of three Polish shipyards 
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Figure 13.6 The European shipbuilding industry 
Source: CESA Annual Report 2011/2012, own presentation. 
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in Gdynia*, Gdansk“, and Szczecin*’. Since 2002, the shipyards have benefitted 
from several aid measures such as capital injections, guarantees, loans, and tax 
write-offs totalling several billions of Euros. Contrary to other sectors, Poland, 
with its relatively large shipbuilding industry, did not negotiate any transitional 
arrangements for the application of State aid rules to this sector. The investiga- 
tion lasted more than three years; the case was in the meantime also negotiated 
between Commissioner Kroes and the Polish prime minister.’ In November 
2008, the Commission published its first two decisions coming to the conclusion 
that the aid granted to Gdynia and Szczecin constituted unlawful aid and subse- 
quently had to be repaid. 

The two yards had been in difficulties since the 1990s. In April 2004, Poland 
gave notice of restructuring aid for the two yards, whereupon the Commission 
opened formal investigations in June 2005.** As EU State aid rules require such 
aid to be based on far-reaching restructuring plans, the Commission required 
Poland to submit such restructuring plans, which the government submitted 
with substantial delay in September 2005 and September 2006. The Commission 
came to the conclusion that none of the plans would have ensured long-term 
viability of the yards whilst restructuring would have been financed entirely by 
State aid and not, as required, also by private investments. In December 2006, 
Poland decided to privatize the shipyards, a process, delayed several times, that 
finally led to potential investors submitting restructuring plans for the two yards 
on 12 September 2008. However, despite further large amounts of State aid and 
substantial job losses foreseen in these plans, the Commission found that the yards 
would still not have been commercially viable. Hence, the subsidies received by 
the Gdynia and Szczecin shipyards did not comply with the guidelines on R&R 
aid, but were rather deemed to constitute illegal operating aid. The Commission 
decision required repayment of the illegal aid totalling 3.3 billion Euros. Poland 
committed that the recovery would be implemented by way of a sale of assets. 
However, no investor was found and only a few assets of the shipyards could 
be sold. Thus, the repayment of unlawful aid never happened to any satisfying 
extent, could not have been complied with, and the two shipyards had to declare 
bankruptcy at the end of 2009.4 

Croatia also has a noticeable employment in the shipbuilding industry. In 
2011, the Croatian shipbuilding industry employed 8,500 people and thus 
ranked sixth in Europe (Figure 13.6). As in Poland, Croatian shipyards were 
state-owned and heavily subsidized by the government (Figure 13.7). Thus, 
during Croatia’s EU accession negotiations, the shipbuilding industry was the 
most critical subject in the negotiation chapters on competition and State aid 
policy. Therefore, the Commission required that Croatian shipyards needed to 
be restructured, privatized and the subsidies to be phased out by the date of 
accession, 1 July 2013. Otherwise, the Commission would order recovery of all 


258 Jens Hélscher 


450 - r 45 
400 4 r 40 
350 4 L35 2 
2 300 4 + 30 5 
. 250 4 125 6 
3 = 
z 200 4 120 s 
2 z 
% 1504 Li5 < 
n 2 
100 + L 40 é 
id | a | : 
0 T T T T 0 
2007 2008 2009 2010 2011 


mam State Aid in min € —&-— Aid in % of total state aid 


Figure 13.7 State aid to the Croatian shipbuilding industry 
Note: * Total state aid less agriculture and fisheries 


Source: Annual Reports by the Croatian Competition Agency for 2009 and 2011. 


aid paid out since 2006.*° Consequently, the privatization process of the ship- 
yards was set into operation. 

For the yards of Brodosplit, Brodotrogir, and 3.Maj, private investors were 
found. The European Commission authorized the restructuring plans and the 
privatization contracts for all three shipyards in difficulty. The amount of restruc- 
turing aid totalled 1,028 mln € for Brodosplit, 408 mln € for Brodotrogir, and 808 
mln € for 3.Maj. The share of contribution by private investors was set between 40 
and 67 per cent of the total restructuring costs, which is in line with the required 
minimum of 40 per cent. Croatia increased the restructuring aid for all yards, 
which was still authorized by the European Commission. The increase was justi- 
fied by Croatia with a higher number of employees, higher operational losses 
than predicted, and unused capacity. Yet, Croatia offered to further reduce the 
annual production ceilings for the yards. The privatization contracts were signed 
in February for Brodosplit, April for Brodotrogir, and for 3.Maj just in time on 1 
July 2013, just allowing for completion of the privatization process for all yards by 
1 July 2013, the date of accession. 

In sum, the cases in the shipbuilding industry reviewed here are cases in point 
to highlight in detail the strict enforcement of State aid policy in the CEECs. 
It became apparent that the EU Commission executes strict State aid control in 
CEECs that even extends to the period before accession to the EU and adoption 
of the EU acquis communautaire. 
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7 Conclusions 

For the members states from Central and Eastern Europe, State aid is a sensitive issue 
in particular for politicians and also for society at large: large employers, for which 
previously the state was responsible, carry not only the largest burden in the process 
of industrial restructuring during transition to a market economy, but also over a 
much longer period of time than smaller firms in the privatization process. The call 
to assist large employers by way of extending previous state subsidies into the process 
of transition and even accession to the EU is hence politically a pressing issue. 

Still, once having entered the EU as full members, the new members from the 
East appear to have been converging into rather stringent competition cultures: 
State aid may well be slightly higher than in the old Member States, but compar- 
ative analysis does suggest that enforcement has gradually become as effective 
and strict in the East as is the case in the West, this despite the rather different 
economic situations that would have suggested that the pressure to use State aid 
is much larger in the East than West. An adjustment of State aid in Croatia, which 
still exceeds the EU-average by 2.4 times, is expected in the following years, as it 
has been the case for the other CEECs. Our quantitative analysis has also shown 
that State aid does assume an increasingly horizontal character, in particular with 
regional cohesion objectives. The share of formal investigation procedures has 
fallen sharply in CEECs, and the share of negative decisions is lower than in the 
West, as is notably the share of un-notified aid. 

The additional analysis using the cases reviewed here was able to reiterate the 
hypothesis that enforcement of State aid policy in the CEECs is already strict - 
and even included State aid paid out in the time before accession and the adoption 
of the EU acquis communautaire. No special treatment is granted to the CEECs 
with their particular needs for industrial restructuring - the gloves are off. In 
fact, State aid enforcement has been rather draconic: the Polish shipyard example, 
where the inability to repay aid that was ex-post deemed unlawful led to bank- 
ruptcy and unemployment, could hardly have been more drastic. 

We hence conclude that State aid in the new member countries of the European 
Union is today not granted more generously than amongst the old members; it 
appears not to be more targeted at individual firms or industries. Our initial suspi- 
cion that State aid enforcement may be rather more lax in the East could not be 
corroborated, instead State aid policy has become at least as strict as in the West 
and a level playing field with regards to competition policy can today be assumed. 


Notes 

1. This chapter draws on collaborative work with Nicole Nulsch and Johannes Stephan 
ranging from State Aid in the enlarged European Union: A Review, Discussion Paper 
24/2010, Halle Institute for Economic Research http://www.iwh-halle.de/d/publik/ 
disc/24-10.pdf to Ten years after Accession: State Aid in Eastern Europe, in EStAL - 
European State Aid Law Quarterly, issue 2, 2014. 
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Abstract 

This chapter deals with the process which brought about ten countries, former 
communist economies, of Central and Eastern Europe (CEEC) to join the 
European Union (EU) between 2004 and 2007. The recent development of the EU 
enlargement, the adhesion of Croatia in 2013, the future perspective of enlarge- 
ment opened by the East partnership, and the situation of the current candidates 
to the EU will be analysed as well. 

As far as the New Member States (NMS) of the European Union are concerned, 
this chapter will analyse conditionality and compliance of the candidates. 
Recession was severe both in CEEC and in Former Soviet Republics (FSR) after 
the fall of Berlin Wall in 1989 and the dissolution of USSR in 1991. The transfor- 
mation was very deep both from an economic and political perspective. However, 
I argue, during the transformation and the economic recovery CEEC were, to 
some extent, favoured by EU conditionality and membership, while FSR were not 
interested by this process. At the same time, the old EU member States (EU 15) 
benefited greatly from trade with CEEC and Foreign Direct Investments (FDI) 
directed to CEEC. In fact in CEEC labour cost is cheap and resources along with 
raw materials are abundant. Very likely, EU membership was the crucial factor, 
which influenced transition in CEEC, and which determined better performance 
of most CEEC with respect to FSR. Moreover, political transition (concerning 
civil rights and political liberties, democracy and traditional liberal values) was 
more successful in CEEC than in FSR. In this respect, the role played by the EU, 
where clearly these values are more advanced than in most of the rest of the world, 
was crucial for the New Member States of the EU. 


Keywords: EU Enlargement, Transition, Institutions, Convergence. 


1 The Transition in CEEC: from the initial systemic recession to the 

current financial crisis 

For most of CEEC, the process of transition was identified with the access to the 
EU. Hence transition and access for those economies were (and to some extent 
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still are) two faces of the same coin. As stated by Kornai (2006), the transforma- 
tion of CEEC has been unique. On the one hand it took place peacefully and was 
an astonishingly fast process towards a western mode of development. On the 
other hand it was characterized by deep economic troubles. It is a process which 
involves successes and failures that varies considerably if we consider all transi- 
tion countries (Hélscher and Gabrisch, 2006). 

More generally, transition economies differ significantly in terms of economic 
performance although the economic policies advised by international organiza- 
tions and implemented by national authorities are quite similar. These countries 
differ with regard to centralized planning, initial conditions, and institutional 
framework. The economic structures (productive specialization, labour division, 
technologies, output, and so forth) were diverse, as were rules, aims, and planning 
in spite of common membership of the communist block (Falcetti et al., 2000). 

Economists’ views on transformation policies have been quite controversial and 
diverse (Sachs, 1991; Kolodko and Nuti, 1997; Aslund, 2001). During the 1990s, 
the debate among economists on the type of transformation and on mistakes of 
policy-makers was very intense. Briefly, some economists criticized the timing of 
implementation, others criticized the intensity of policies and others the need and 
the appropriateness. This set of policies delivered important economic shocks, 
provoking a huge fluctuation in exchange rates which generated effects that were 
greater than expected. 

In many countries (Poland, the Czech Republic, and most of former USSR), 
the transformation recipe was implemented through a shock therapy strategy. In 
others (Hungary, Slovenia) a more gradual approach was adopted. Nevertheless, 
the aim in both cases was to introduce a market economy and to reduce or elimi- 
nate the role of the State in the economy. It is important to stress that coun- 
tries that adopted a gradual programme of macroeconomic stabilization such 
as Hungary and Slovenia achieved similar results to those as in Poland and the 
Czech Republic, which implemented a shock therapy programme. By contrast 
Russia and Bulgaria, which also implemented a shock therapy programme, had 
very negative performances. Moreover, it has to be said that if it is true that 
Poland’s performances were the best among transition economies, it is also true 
that ‘Poland did not completely implement shock therapy. Although prices in 
Poland were liberalized, most of its large SOEs have yet to be privatised’ (Lin, 
2005, p. 241)!. 

This seems to confirm that macroeconomic policies are context dependent. 
They depend on the country or region where they are implemented. Their success 
or failure depends on several factors including initial conditions, local institu- 
tions, agents’ behaviour and reaction to implemented policies, social context and 
culture, acceptance by agents, legality and trust, appropriateness of policies, and 
so forth. Most economists today seem to converge towards the idea that very 
little attention was paid, at the beginning of transition, to all these institutional 
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factors and to the institutional framework of countries in general (Stiglitz, 1998; 
McArthur and Sachs, 2001; Kolodko, 2004; Rodrik, 2004). 

Table 14.1 shows which kind of macroeconomic strategy, in general, transition 
economies adopted during 1990-2000. 

It is widely acknowledged that despite some measurement problems that could 
have occurred during the transformation from a planned to a market economy, 
such as the existence of an informal economy, statistical problems, coherence of 
the accounting system and so forth (see Nuti, 1999; Aslund, 2001), the great trans- 
formation was concurrent with a huge recession (Kornai, 1994; Svejnar, 2002). 

As depicted in Figure 14.1, in the CEEC at the beginning of the 1990s, cumula- 
tive recession was from 20 per cent to 40 per cent of GDP whereas in the former 
Soviet Republics it was even worse and GDP fell in some cases by 60 per cent 
(Transition Report, 2001). At the same time, economic recovery was faster and 
more consistent in CEEC (except for Bulgaria and Romania) than in CIS (the 
Community of Independent States - mostly former USSR). The reasons for 
different performances probably lie in the diverse initial conditions, different 
policies and institutions and the mistakes of policy-makers (Gomulka, 1995; 
Falcetti et al., 2000; Nuti, 2001; De Vincenti, 2002). 


Table 14.1 Transition and macro-policies 


COUNTRIES TYPE OF MACROECONOMIC STABILIZATION 

Eastern Germany Immediately united to West Germany (particular kind of ‘shock 
therapy’). 

Poland, Czech Republic, Speed reforms, started with a macro stabilization. Implementation 

Slovakia, Estonia, Latvia of privatization, liberalization and trade openness policies (‘shock 
therapy’ programme). 

Hungary and Slovenia ‘Gradual’ macro stabilization; strong institutional framework, gradual 
privatization. 

Bulgaria and Albania Reforms started very late but then implemented through a ‘shock 
therapy’; corruption. 

Romania and Russia Reforms started but then stopped, uncoordinated, badly managed; 
corruption. 

Ukraine and Belarus None or insufficient reforms, hyperinflation, unstable economies and 


politics; corruption. 
Former Yugoslavia Military conflicts, civil wars, instability of politics and economies, no 
(except Slovenia), Georgia, reforms, except for Croatia which later started a gradual and successful 
Armenia, Azerbaijan. transition. 


Other Asian Republics of Political instability, no reforms, longer and deeper economic recession; 
the CIS corruption. 


Source: Lavigne, 1999. 
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Figure 14.1 Recession and recovery of GDP in CEEC and CIS, 1989-2004 


Source: Transition Reports. 
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After ten years of transition, taking a starting point in 19897, only a few States 
reached or exceeded the 1989 level of GDP (Poland, Hungary, Slovakia, and 
Slovenia). After 15 years, the Czech Republic, Estonia, and Albania joined this 
club. Among the CIS, the situation was severe, and all former Soviet Republics 
in 2004 were still below the 1989 GDP level, apart from Uzbekistan, Belarus, and 
Turkmenistan. The reason for such an exception has to be found in the fact that 
these three countries are basically still planned economies and never started a 
true transition process; therefore, they did not undergo a transformation reces- 
sion as experienced by all the other transition economies. After 20 years of 
transition, the situation in most former communist countries did not stabilize. 
Moreover, the current economic crisis shows how vulnerable transition econo- 
mies are with respect to external shocks, with few exceptions. I will not explore 
in detail the current economic crisis. However, it has to be said that the twentieth 
anniversary of the fall of the Berlin Wall, in 2009, brought about in almost all 
Transition Economies (TEs), a similar slump to the one in 1989-1990. Reasons for 
the current recession are very different. As the Figure 14.2 shows, the Baltic States, 
which are open and small economies (which could be classified as Competitive/ 
liberal Capitalist economies), are the most hit by the current recession, with a 
slump in the GDP of around 12-15 per cent. The extreme export-led model and 
the uncontrolled openness to Foreign Direct Investments (FDI) seem to be the 
major causes for this huge slump (Myant and Drahokoupil, 2010). Turkmenistan 
and Uzbekistan, which on the contrary could be classified as State Capitalist 
economies, have high GDP rates of growth. Other countries such as Poland (1.3%) 
which have a sort of Corporative Capitalist model, similar to the one in place in 
Germany, managed the recession relatively better. Average rate of recession in 
TEs in 2009 was —5.2 per cent. In 1990, the first year of transition and integra- 
tion in the world economy for almost all TEs, recession was about —4.6 per cent 
(Tridico, 2007). 

Rodrik (2008) claims that integration in the global economy can be positive 
and negative, depending on institutions and governance that the country is able 
to put forward when opening to the world economy. Weak domestic policies 
and institutions would increase the political vulnerability level with negative 
consequences on the economic volatility of a country. Hence when opening to 
the world economy, a country would need appropriate institutions of conflict 
management, international governance, trade strategies and policies, specializa- 
tion, and state support. This would help to cope with external shocks and crises 
(Rodrik, 2008). 

The average GDP level in 2008 at 117 (with 1989 = 100) was approximately 
the 1989 level considering all the TEs together (Table 14.2). However, the current 
economic crisis hit all TEs dramatically, and at the end of 2009, their GDP levels 
were lower than in 2008. Consecutively the average level is lower than 117. Many 
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Table 14.2 Levels of real GDP in 2014, in 2008, and in 2004 (1989 = 100) 


Level Level Level ($) GDP per Level Level Level ($) GDP per 
CEEC and Balkans 2004 2008 2014 capita 2008 cis 2004 2008 2014 capita 2008 
Slovenia 120 136.5 124 27,168.4 Russia 77 97.0 106 12,074.5 
Czech Republic 108 126.7 120 25,395 Belarus 100 134.5 155 6,285.5 
Estonia 102 113.7 121 16,508.4 Ukraine 51 60.7 58 3,937.0 
Poland 135 156.5 171 13,838.9 Kazakhstan 94 124.5 156 8,736.4 
Hungary 115 119.6 114 15,326.1 Armenia 89 131.3 140 3,711.2 
Lithuania 84 99.8 102 14,017.8 Turkmenistan 105 160.3 217 2,915.6 
Slovakia 114 142.4 150 18,248.9 Azerbaijan 71 163.0 187 5,507.4 
Croatia 91 104.8 97 15,552.4 Georgia 41 73.5 98 2,845.0 
Latvia 83 98.0 97 14,909.1 Uzbekistan 107 144.8 191 1,007.4 
Albania 129 154.5 170 4,066.1 Kyrgyzstan 75 94.2 112 952.5 
Bosnia & Herzegovina 57 78.9 76 4,833.5 Moldova 41 57.5 70 1,766.0 
Serbia 60 81.1 83 6,761.0 Tajikistan 62 91.9 127 794.8 
Montenegro 72 101.1 101 6,509.0 cis 76 111 134 4,211 
Romania 92 113.2 111 9,186.5 All TEs 94,7 117 129 12,013.9 
Macedonia 78 95.7 104 4,761.3 
Bulgaria 84 105.7 107 6,561.1 
CEEC 5+ (the most 116 131 131 19647.35 
advanced) 
CEEC 5- and Balkans 86 107 109 9,582 
All CEEC + Balkans 96 119 120 14,614.9 


Note: CEEC 5+ are the most advanced 5 CEEC: Poland, Czech Republic, Hungary, Slovenia, and Estonia. CEEC 5- are the least advanced 5 CEEC: Bulgaria, Romania, 
Lithuania, Latvia, and Slovakia. Balkans: are the rest of Balkan Countries including also Croatia, Serbia, Macedonia, Montenegro, Albania, and Croatia. CIS are the 
Former Soviet Republics being today part of the Commonwealth of Independent States (the rest of TEs). 


Source: Transition Reports 2004, 2009, 2013. 
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countries, such as Russia, Ukraine, Georgia, Kyrgyzstan, Moldova, and Tajikistan 
among CIS, and Serbia, Bosnia and Herzegovina, Lithuania, and Latvia, among 
CEEC, also in 2008 had a GDP level still below the one of 1989 (with Croatia, 
Montenegro, Romania, and Bulgaria just around 100). In 2014, after 25 years of 
transition, the situation looks a bit different: only three countries among CIS are 
still below the GDP level of 1989: Ukraine, Georgia, and Moldova. While among 
CEEC Latvia, Croatia, Serbia, and Bosnia and Herzegovina are below 100, while 
Lithuania and Montenegro are just above it. Among New Member States (NMS), 
only Latvia is still below the level of GDP that it had in 1989. 

However, the situation among CEEC (and among NMS) worsened, relatively 
to other TEs, during the past five years. In fact the GDP performance since the 
economic down turn of 2009 was worse in CEEC than in CIS and in particular in 
the most advanced CEEC. This can be easily explained. After 1989 CEEC entered 
in, and integrated to, the economic and financial system of Western countries 
(EU 15 and North America in particular). The financial crisis which started in 
2007 in USA and propagated in Europe negatively affected CEEC, which then had 
lower recovery and negative performance, similar to most of the EU 15 countries. 
Figure 14.3 below better shows this dynamic. 

More generally, the financial crisis had very bad effects on real economy among 
all transition countries. Both political vulnerability and economic volatility seem 
to be better avoidable in countries which built in pre-crisis time stronger institu- 
tions and better and more appropriate integration in the global economy, that 
is, countries that have social institutions and can rely on a domestic aggregate 
demand like Poland (which is, very interestingly, one of the very few countries 
among TEs which had positive growth during this international crisis) and 


GDP performance, % real growth 
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Figure 14.3. GDP dynamics after the 2009 recession 


Source: Own elaboration on EBRD and Eurostat database. 
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countries that did not adopt an extreme export-led model with an uncontrolled 
openness to FDI (unlike Estonia, Latvia, and Lithuania, who had a fell in the GDP 
of around -15%). Among CIS, crisis was very deep in Russia, Ukraine, Georgia, 
and Armenia. On average, it was deeper in Eastern Europe and Caucasus (—9%) 
than in the rest of CIS (+0.8%) and in CEEC (5%). Obviously, the three countries 
relying more on a sort of State capitalist model (Turkmenistan, Uzbekistan, and 
Belarus) were even able to grow consistently during the current crisis thanks to 
public investments, improvements, and less exposure to the credit crisis (Tridico, 
2011). Their cycle is not depending on the fluctuations of the financial markets. 
As a general assessment, the crisis was better managed where countries showed 
stronger maturity of pre-crisis institutions, external anchors, and greater social 
cohesion. 


2 Theimpact of EU enlargement on transition of CEEC 

In Central and Eastern Europe (CEE), the EU membership promise, which 
became then a reality for all candidates from CEE in 2004 and in 2007, was 
definitely a beneficial anchor and a strong guide during the transition from 
planned to market economy. Croatia joined the EU on 1 July 2013. Macedonia, 
Montenegro, Serbia, plus Iceland and Turkey are candidate countries while 
Albania, Bosnia-Herzegovina, and Kosovo have officially the status of ‘poten- 
tial candidate’ (i.e. they were promised the prospect of joining the EU when 
they are ready). EU enlargement in some of the former Yugoslavian Republics 
(Montenegro, Macedonia, Serbia, Bosnia-Herzegovina, and Kosovo) and in 
Albania remains difficult and remains uncertain for the future, although all of 
them are officially classified as candidate or potential candidate. Former Soviet 
Republics are not interested by the EU enlargement process, apart perhaps from 
Ukraine which is strongly supported by Poland and to some extent Georgia and 
Armenia, whose future relations with EU depend largely on the future adhesion 
of Turkey (another EU candidate country). Finally in 2013 the EU Council of 
Vilnus agreed to sign the association agreement, that is, the ‘Eastern Partnership’ 
with six post-soviet Republics: Armenia, Azerbaijan, Belarus, Georgia, Moldova, 
and Ukraine. In general an association agreement is signed with potential candi- 
dates to the EU. Hence, with the Eastern Partnership, the EU is opening an 
opportunity for future membership to those countries. Georgia and Moldova 
fully signed the agreement. The agreements will contribute to creating deeper 
political and economic relations between the EU and these two countries and 
will include deep and comprehensive Free Trade Areas covering both goods 
and services. Azerbaijan and Armenia limited the agreement to specific sectors 
like Visa-facilitation. The final signature of the Eastern Partnership proved to 
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be particularly problematic with Belarus and Ukraine which stopped the nego- 
tiations for further agreement. Both these countries, along with Kazakhstan, 
were offered simultaneously an agreement by Russia for the creation of a Euro- 
Asian Free Trade Area. Mass protests started in November 2013, when the then 
Ukrainian President Viktor Yanukovich refused to sign the Eastern Partnership 
with the EU. The development of these protests managed from one side to 
dismiss Yanukovich and from another side caused a negative reaction by Russia. 
The situation is still very uncertain, and while we write, tensions and ‘war risks’ 
between Russia and Ukraine started. Russia invaded the territory of Ukraine 
and sent Army to Crimea, which is a region where Russia has special interests 
along with a very important military basis.* 

The enlargement process of the EU to ten former communist countries, Poland, 
Czech Republic, Slovenia, Estonia, Hungary, Lithuania, Latvia, Slovakia (which 
joined the EU club in May 2004), and to Bulgaria and Romania (which joined EU 
in January 2007), represented a very important condition during transition and a 
goal which all of them aimed to reach as soon as possible. The negotiation process 
and the adoption of the acquis commaunitaire has played an important role for the 
transformation of institutions and rules in CEEC, and was one of the main condi- 
tionalities during the transition (Carlucci and Cavone, 2004; Prausello, 2003). In 
fact, one of the most important steps in the process was the European Council 
of Copenhagen which established rules for Former Communist Economies 
of Central and Eastern Europe to become part of EU, a political criterion, an 
economic criterion, and an institutional criterion: 


1. the presence of stable political institutions to guarantee democracy, the 
primacy of the rule of law, human rights, and minority protection 

2. the existence of a vital market economy able to cope with competition pres- 
sure and market forces within the European Union 

3. the institutional capability for the new member states to respect communi- 
tarian obligation and to adopt the European law, that is, the so called acquis 
communautaire 


These three criteria were a strong conditionality during transition for CEEC. It 
would be reasonable to argue that, to some extent, most of CEEC performed better 
during transition because of the EU conditionality. At the same time however, 
one could argue that most of CEEC had better initial conditions than FSR and 
fewer corruption and institutional problems. This allowed them to attract FDI 
and therefore to grow faster. 

The EU enlargement towards Eastern Europe has some immediate conse- 
quences for the EU and for CEEC as the Figure 14.4 below shows. For the EU, 
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From EU 15 to EU 27 
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Figure 14.4 Evident implications of EU enlargement to CEEC, 2004-2007 (values in %) 


Source: EU Commission. 
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Figure 14.5 Biggest countries (in terms of GDP share): percentage of CEEC 
Source: Transition Report, 2009. 


first of all, the population (and the size of markets) increases; secondly, per capita 
GDP, which in average changed consistently, decreased; then, most importantly, 
distribution of Structural Funds, with a shift from poor regions of old European 
Member States towards poor regions of New Members States (basically all the 
new members). 

Among CEEC, Poland, Hungary, and the Czech Republic represent 63 per cent 
of the whole GDP of the ten EU New Member States. They are among the most 
advanced TEs in terms of reforms and steps towards marked (Transition Report 


The Access of Central and Eastern European Countries 273 


2011) and, therefore, among the most attractive countries for foreign investors. 
Hungary and Poland were the first, in 1991, to sign an Association Agreement with 
the EU, the first step for membership. The Czech Republic signed the Agreement 
in 1993. 

A very sensitive issue for the relation between NMS and old EU is the Common 
Agriculture Policy (CAP). The agriculture sector is very important for all CEEC, 
because it still plays an important role in terms of employment and GDP contri- 
bution. Therefore, CAP subsidies are very consistent for NMS. The Mac Sharry 
reform in 1992 was further modified in June 2003 in order to reduce the agri- 
culture budget and to link subsidies no longer to production levels, but to land 
dimension, with the form of the unique direct payments to agriculture firms 
which respected some criteria such as cross-compliance (i.e. sustainable environ- 
ment conditionality), productivity improvements, green innovation, and so on 
(De Filippis, 2002). 

As regards cohesion policies, the old objective one of the EU Cohesion Policy 
Program states that regions having average GDP per capita below 75 per cent of 
the EU income would get EU Structural Funds. Therefore, these funds were mainly 
dedicated, for the 2007-2013 EU Program and for the one which just started (2014- 
2020) to NMS. Until 2004 (2007 for Bulgaria and Romania) NMS received pre-ac- 
cession funds (see Table 14.3 below). This was not, for the consistency of the funds, a 
“Marshall Plan’ as many politicians claimed. It was an important funding plan which 


Table 14.3 EU pre-accession funds to CEEC (millions of Euros) 


CEEC Phare Sapard Ispa Total 

Bulgaria 100 52.1 105.8 257.9 
Czech Rep 79 22 71 172 

Estonia 26 12 29 67 

Hungary 97 38.2 90 225.2 
Latvia 30 21.8 476 99.4 
Lithuania 44 29.8 53 126.8 
Poland 398 168.7 354 920.7 
Romania 242 150.6 243.3 635.9 
Slovakia 49 18.3 476 114.9 
Slovenia 25 6.3 15.8 47) 
Total 1,090 519.8 1,057.1 26,669.9 


Notes: Sapard: Special accession programme for agriculture and rural development 
Ispa: Instrument for Structural Policies for Pre-Accession 
Phare: Poland and Hungary Assistance for Restructuring their Economies 


Source: EU Commission. 
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GDP per capita EU 15 and NMS 10 (EU 15=100) 
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Figure 14.6 Levels of GDP per capita in the new EU, 2007 


Source: Eurostat. 


helped new member states with EU conditionality in several sectors: transport, agri- 
culture, technology, environment, and so on. On the other hand, EU, and in partic- 
ular EU firms, enjoyed great advantages in terms of delocalization of production 
towards CEEC, new investments with high profits, lower labour cost, economies of 
scale towards new markets and consumers, along with increase of exports. 

However, all this was no longer sufficient per se to boost economic develop- 
ment. Empirical evidence among new member states is different. Bulgaria and 
Romania are typical examples of membership without strong economic develop- 
ment. The lack of this relationship can be traced also in Lithuania and Latvia. 
The average GDP per capita among CEEC is a fraction of EU 15 income (as the 
Figure 14.6 shows), and EU conditionality needs to be accompanied by a process 
of development and of institutional change, to enable informal rules, which may 
otherwise inhibit economic development, to change. 

The transition is a complex and gradual process which includes institution 
settlement, property right allocation, certainty of economic relations, and inter- 
action of these factors with many other social, economic, and political variables 
such as education, health, technology improvement, political rights and partici- 
pation, capability, and social opportunities. Moreover, during the transition, 
the evolution of these institutions must be coherent and the economy must be 
organized and governed with an appropriate governance, without an ideological 
approach and with proper political decisions and collective actions which would 
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benefit the collectively of people and their needs because in the end, need satisfac- 
tion means development. 

As regards differences in terms of GDP between new and old member states, 
one can say that they are still very big, and a catching up within the enlarged EU 
28 is very difficult to imagine at least for all the new member states. 

Apart from the case of Luxemburg’s GDP per capita of 75,800 Euros at current 
2009 prices, which has remained steadily very high in Europe, the tendency is to 
find high variability in GDP numbers across Europe. For example, Bulgaria, the 
poorest of the 28 EU countries, has a GDP per capita hovering around 4,400 Euros 
(6600 $US) and Romania is not too far from that with 5,500 Euros at current 2009 
prices. Macedonia, an EU candidate, could potentially be the poorest member 
nation with an income of 3,100 Euros at current 2009 prices (Eurostat, 2009). This 
contrasts with the current average income per capita in the EU 27 which is 24,300 
Euros, and that of the EU 15 averaging 28,200 Euros again at current 2009 prices. 
The new ten member states, which joined the EU between 2004 and 2007 plus 
Croatia, which joined in 2013, and Macedonia and Turkey, the last two EU candi- 
date countries, have an average GDP per capita equal to 9,125 Euros (current 2009 
prices), and yet, there are substantial differences across the board. For instance if 
one were to compare Slovenia, the richest among the NMS to Portugal, the poorest 
of the EU 15, Slovenia interestingly enough ranks higher in terms of GDP per 
capita. In fact it is almost as rich as Greece, the second poorest among the EU 15. 

A more accurate way of measuring these differences is using US$ in Purchasing 
Power Parity (PPP). In this way, income in NMS is actually higher (15550 US$ in 
2008) than at current prices, since purchasing power of those countries is higher, 
given the lower national level of the prices. 

In addition cumulative economic growth from 1998 to 2008 among NMS was 
higher than among the old EU (67 per cent compared to 26 per cent, respectively). 
However, as we will see later, it is controversial to state that this represents a clear 
process of catching up, as we will see later. 


3  Theimpact of EU enlargement on democracy and political 
transformation 
As far as political system and democratic transition is concerned, the situation 
looks very divided between NMS and FSR. Here, perhaps more than in the sphere 
of economy, the influence and the conditionality of EU membership was stronger: 
CEEC reached higher levels of democracy, political rights, and civil liberties (as 
defined by Freedom House, 2009) than FSR. 

One of the contemporary pioneers among political scientists, who tried to 
establish a relationship between democracy and development, was Lipset (1959). 
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He points out two factors relevant for democracy: economic development and 
political legitimacy. Both these factors are associated with democracy. He argues 
that democratic states tend to have higher levels of socio-economic development 
than non-democratic ones. Moreover, he states that the stability of a democratic 
system also depends on the effectiveness (an efficient bureaucracy and decision- 
making system) and legitimacy of the political system (maintaining the belief 
that existing political institutions are the most appropriate for the society). 

On a similar line, Przeworski et al. (2008) argue that economic development 
does not tend to generate democracies, but that democracies are more likely to 
exist in richer societies. Moreover, they found that the type of political regime 
has no general impact on economic growth. Both these findings, which are tested 
through wide cross-countries analyses, seem very reasonable and can also be veri- 
fied among transition economies. However, in general, in transition economies, 
political and economic liberalization seem to be positively correlated whereas the 
relation between democracy and development remained unclear (Apolte, 2010). 

Huntington (1991) who classified three ‘waves of democratization’ considers 
part of the post-communist transition as being part of the third wave of democ- 
ratization (1974-1991) in which he includes countries from Southern and Eastern 
Europe, Latin America, and parts of Africa, Spain, Portugal, and Greece. The 
first wave (1828-1926) involved North America, Britain, France, and some other 
Western European countries, and the second one (1943-1962) involved countries 
like India, Israel, Japan, West Germany, and Italy. 

Former Soviet Republics remain outside the third wave of the Huntington clas- 
sification, although Central Eastern European countries are included. However, 
following the Huntington approach, it would be possible to classify further post- 
communist transition in the following way: first wave of post-communist democ- 
ratization (1989-1991), which concerned most of the CEEC; the second wave of 
post-communist democratization (1995-2005), known also as the ‘colour revo- 
lutions’ which concerned the removal of autocrats such as Iliescu in Romania 
and Meciar in Slovakia, Serbia’s Bulldozer Revolution of 2000, Georgia’s Rose 
Revolution of 2003, Ukraine’s Orange Revolution of 2004, and the Kyrgyzstan 
Tulip Revolution of 2005. The remaining TEs are still unvisited by consistent waves 
of democratization, and in particular there are no free and fair electoral regimes. 
Moreover, the situation worsened in the last years in political terms in Russia and 
in Ukraine, where respectively Putin and Yanukovich leadership and administra- 
tions brought their respective countries back in political terms, restrictions of 
freedom and democracy, illiberal practices, and collusion with oligarchy. 

According to Freedom House, three levels of democratization among TEs can 
be identified (see Table 14.4 below): (1) Free democracies; (2) Partly Free Defective 
democracies/Semi-Authoritarian regimes; and (3) Not Free, Authoritarian 
regimes. 
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Table 14.4 Freedom House classifications 


Partly Free (Defective democ- 
racies/Semi-Authoritarian Not Free (Authoritarian 


Free (Democracies) regimes) regimes) 
Czech Republic Albania Azerbaijan 
Estonia Macedonia Kazakhstan 
Hungary Montenegro Russia 
Lithuania Bosnia-Herzegovina Tajikistan 
Poland Georgia Belarus 
Slovakia Moldova Turkmenistan 
Slovenia Kyrgyzstan Uzbekistan 
Latvia Armenia 
Bulgaria Ukraine 
Croatia 
Romania 
Serbia 

13 countries 8 countries 7 countries 
HDI 2012 0.859 0.776 0.757 
Per capita GDP in 15,284 5,563 6,795 
PPP 2012 (S) 


Source: Freedom House (2012) and UNDP (2012). 


Moller and Skaaning (2009) found that a modernization process is needed 
first and then democracy will be improved. As an indicator of modernization 
they posit an economic development threshold of about $5,300. However, most 
TEs have already overcome that income level. Way (2008) found that politi- 
cians and autocrats control oil and gas rents in countries like Russia, Azerbaijan, 
Kazakhstan, and Turkmenistan, and this is detrimental for democracy. They 
use these rents to pay friends, to create political consensus, and to eliminate 
opposition. Finally, vicinity to Western Europe and implementation of political 
and economic reforms are both indicated as important factors for development 
of democracy (Schimmelfennig and Scholtz, 2008). The EU sets the adoption 
of democratic rules, anti-corruption policies and institutions, and practices as 
conditions to be fulfilled by the target countries in order to receive such rewards 
as financial assistance, some kind of institutional association or ultimately, even 
membership (Schimmelfennig and Scholtz, 2008). This contributed to the more 
successful democratic transition of CEEC vis-a-vis FSR. 

In this context, one can notice that democracies are always better associated 
with less corruption, and to some extent with education, and descriptive statistics 
confirm this trend (Figure 14.7).‘ 
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Figure 14.7 Scatter plot, corruption-democracy (political rights and civil liberties) 
Note: The coefficient of correlation is -0.9349. 


Source: Own elaboration on EBRD and Freedom House data. 


The link between corruption and democracy (political rights and civil liberties) 
appears clear because corrupted governments by definition cannot be considered 
free, and corrupted politicians try to reduce democratic means to eliminate any 
control over their actions. Investing in health and education contribute to the 
creation of a more educated and healthier middle class which would therefore be 
more able to control its government. 

A comparative analysis among CEEC and FSR shows that the first performed 
better in terms of democratization because of several reasons: (1) the EU member- 
ship, (2) a better endowment of social capital, and (3) implementation, during 
transformation, of policies and institutions better able to reinforce middle class 
and reduce inequality (Tridico, 2011). On the contrary, in most former Soviet 
Republics transition occurred in the beginning in a sort of systemic vacuum. 
This vacuum favoured anti-social behaviour, perverse attitudes such as lobbying 
and corruption, increased egoism, a threat to trust and increased inequality, and 
favoured personal privileges, power groups, and the rent-seeking behaviour of 
oligarchs, with further negative effects on social capital and development. In 
these circumstances, democratic institutions, and control of corruption, are 
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discouraged too, and in fact FSR tend to be not only poorer but also dominated 
by authoritarian regimes. 


4 Convergence and divergence processes among EU and 

the New Member States 

The New Member States, after the recession of the early 1990s grew more than 
the old European Union (EU 15), at least until before the beginning of the current 
global crisis which started in 2007-2008. Average growth in CEEC (10 NMS) and 
in Croatia (new EU member in 2013) and Macedonia (EU candidate) between 
1997 and 2008 was around 4.6 per cent annually. This is higher than average EU 
15 growth for the same period, below 3 per cent, and even smaller if one excludes 
Ireland which experienced an extraordinary growth in the last two decades, 
before the current crisis. A similar trend was maintained after 2008. Therefore, on 
average, GDP per capita in NMS increased more than in EU 15, and it passed from 
around 45 per cent at the end of 1990s to almost 65 per cent today as Table 14.5 
below shows. This convergence analysis does not take into consideration, for 
obvious reasons, the period of systemic recession (the first half of the 1990s). 

Standard deviation of average income declined and to some extent one can 
notice a so-called Sigma convergence (the reduction in income dispersion among 
countries). Figure 14.8 below shows data for the ten NMS which joined in 2004- 
2007 and for Croatia which joined the EU in 2013 and for Macedonia (still an EU 
candidate, very likely the next country to join). 

During this period we could see a limited catching up process between the Old 
EU and NMS. Interestingly enough, this limited convergence is observable only 
for NMS and not for the rest of the transition economies, where, tests show, the 
sigma coefficient did not decline. Very likely, the role of the EU conditionality, 
before the membership in particular, and the stimulus to reach EU standards had 
an important impact in the NMS. 


Table 14.5 GDP per capita (at PPP) in EU and candidate countries, average 


Group of Countries 2000 2014 
European Union (27 countries) 100 100 

European Union (15 countries) 115.5 110.8 
Standard Deviation of income in EU 28 25.5 20.9 
GDP per capita in NMS 10 plus Croatia and Macedonia 45.5 60.9 


Source: Eurostat 2014. 


140 5 


Ss 
2 4120 4 
Il 
wi 
“ 100 
2 
a 804 
ao 
& 
qe 607 
oO 
io] 
o 404 
oO 
a 
a 
a 204 
(o) 
0 T T T T T T T T T T T 


2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 


—e— European Union (27 countries) —— Czech Republic - +- Lithuania —m#- Romania —— Croatia 
—#- European Union (15 countries) ---«--- Estonia — Hungary -4- Slovenia —*- Slovakia 
--e- Former Yugoslav Republic of = --a-- Bulgaria —e - Latvia — Poland 

Macedonia 


Figure 14.8 Income differentials within the New European Union 


Source: Own elaboration on Eurostat 2014. 
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However, we have to keep in mind that there are several limitations which 
stand against the evidence of the absolute convergences. Firstly, we are consid- 
ering only the period of fast growth of CEEC, after the second half of the 
1990s, and excluding the recession period at the beginning of the 1990s which 
was very consistent throughout transition economies. As Table 14.6 below 
shows, paying attention to the fact that in 1989 the conformation of several 
countries was different; average GDP per capita in 1989 among CEEC with 
respect to EU 15 is higher than it was in 2000 (45.5%). Therefore standard 
deviation, which declined in the last decade, remained at the same level during 
the previous decade. 

Secondly, one could argue that, apart the case of some fast growing countries 
in the EU 15 (such Ireland, Spain, Finland, and Greece), the old EU experienced 
a process of slow growth over the period considered (1997-2008). Hence, the 
decline in the standard deviation between Old EU and NMS maybe attributed 
more to EU stagnation than to NMS catching up. 

Moreover, on average, CEEC increased their GDP per capita, but income 
differentials among them remained the same. Standard deviation in 2003 among 
CEEC only was around 17.3 while in 2014 it was around 16.5. Countries with 
better initial conditions in 1989 like the Czech Republic and Slovenia are still 
much richer than other CEEC, because they have grown consistently over the 
last two decades. Countries like Romania and Bulgaria, which were much poorer, 
remain poor today. The same applies to Macedonia, Latvia, and Lithuania. Poorer 
countries have not grown faster (see Figure 14.9 below). 

Finally, any form of correlation between lower level of GDP per capita and 
faster growth can be excluded. Such a statement, that poor countries did not grow 
faster, would be confirmed by a simple regression model which considers the 


Table 14.6 GDP per capita (PPP) of former Communist 
economies, in percentage of EU-15 income 


Countries 1989 
Bulgaria 35 
Czechoslovakia 65 
Hungary 57 
Poland 38 
Romania 39 
Yugoslavia 45 
Average (of above) 47 
Soviet Union 49 


Source: Berend, 2006. 
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Figure 14.9 Income differentials within the New Members States and candidates 


Source: Own elaboration on Eurostat 2009. 
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initial GDP per capita of countries (GDP1989) as an independent variable and 
the rate of growth (g) as a dependent variable over the last two decades. A term of 
error ‘¢’ and a constant ‘a’ are considered in the model, as is shown by the equa- 
tion below: 


g=a- B-GDP(1989) + € 


In general, according to neoclassical models of growth, an absolute ‘Beta’ conver- 
gence (i.e. a convergence in the rate of growth) would occur among countries. 
Poor countries are supposed to grow faster than richer countries. If the results are 
statistically significant and the Beta coefficient of the model is negative, then an 
absolute convergence would occur (Sala-i-Martin, 1996): countries which have an 
initial higher GDP level would grow more slowly than countries with an initial 
lower level of GDP. 

The model above would need to be tested for causality. However, empirical 
studies across the world and countries on this issue show very controversial 
evidence and unclear results (Boggio and Serravalli, 2003), and this applies also 
when transition economies are included in the analysis (Andreff, 1998; Manzocchi 
and Beatrice, 2001a; Montalbano, 2002; Sarajevs, 2003; Falcetti, et al 2000). It is 
not the objective of this paper to test for causality or to analyse deeply the conver- 
gence, which was however excluded by many studies. It is sufficient here to state 
that correlation between the variables GDP1989 and growth 1989-2009 is very 
weak (Figure 14.10). 


5 Foreign Direct Investments and international constraints 

The promise of membership to the EU was a guarantee for foreign entrepreneurs 
to move their capitals and to set up their business, first in Poland, Hungary, 
and the Czech Republic and later in all of CEEC. Hungary, which initially was 
considered an economically safer country, started first to attract FDI. However, 
in the second half of the 1990s, when Poland also became a more stable country, 
it together with the Czech Republic, attracted the biggest share of FDI. The graph 
below (Figure 14.11) describes the evolution of FDI in the three countries which 
attracted more of them. 

Poland is the first country in terms of cumulative FDI, while the Czech Republic 
has the supremacy in terms of FDI per capita, followed by Hungary. The same can 
be said with respect to FDI as a percentage of GDP. With regard to the origin of 
FDI, 39 per cent of cumulative EU flows come from Germany, which was a strong 
supporter of the eastern enlargement; 15 per cent come from Netherlands and 12 
per cent from France. The Italian share is 4 per cent. In terms of number of invest- 
ment projects, Italy is in second place, with 19 per cent of the total share, while 
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Figure 14.10 Scatter GDP 1989 and average growth 1989-2009 
Note: data for Bosnia-Herzegovina refer to 1996-2008. The coefficient of correlation is -0.0088. 


Source: Own elaboration on EBRD data. 


Germany remains in first place with 27 per cent of projects.° French flow is mostly 
concentrated in Poland and Romania while German and Dutch FDI go mainly 
to Poland, Czech Rep., and Hungary. In the three Baltic countries are mainly 
concentrated the Scandinavian FDI, while the Italian flows are concentrated in 
the Balkans and Romania. 

FDI have two objectives: (1) to conquer new markets and (2) to use them as 
productive basis for their further exports. Many multinationals in fact invested 
heavily in CEEC during the 1990s in order to build a competitive advantage based 
on lower labour costs, skilled labour force, and marketing positioning. CEEC in 
less than ten years became a place for old EU firms to delocalize and internalize 
production (Manzocchi and Beatrice, 2001a; Montalbano, 2002). International 
specialization changed consistently thanks to these new flows of FDI in former 
communist countries. An interaction between job destruction and job creation in 
EU and in CEEC took place, and the effects of it are still taking place. CEEC are 
countries very close to the core of the old Europe, with a skilled labour force and a 
mature industrial structure, although it was obsolete at the beginning of the 1990s. 
Being a relatively low country risk and the EU membership made these countries 
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Figure 14.11 FDI in Poland, Hungary, and the Czech Republic during the 1990s and 2000s 


Source: Transition Report, 2001. 
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very attractive for European investors who enjoy their labour costs equal to half 
or one third of EU 15 average (Markowski and Jackson, 1993). Multinational 
firms in CEEC are interested to exploit profits coming from different sources such 
as market size, cheap labour, and natural resources. In the first case, the objec- 
tive is to conquer new domestic and profitable markets. In the second case, FDI 
are mostly concentrated in the industrial sector, exploiting lower skilled labour 
costs. In the last case, the advantages come from investing in the heavy industry 
where natural resources and raw material can be exploited. In all three cases, the 
production often is turned towards the exporting sector. 

Moreover, CEEC policy to attract FDI was very incisive since they were able 
to create strategically special zones where FDI could enjoy advantageous fiscal 
tax conditions (PAIZ 2001).° However, despite the special zones, many FDI go to 
central zones and capital city/area, where they can also enjoy better infrastruc- 
tures and higher human capital levels (Litwack and Qian, 1998). 

FDI contributes to institutional and structural change. New FDI brings about 
new forms of management, knowledge, organization, strategies and marketing, 
new know-how, and agencies.’ They bring new rules to the business and have a 
huge impact of the economic organization in general. On the basis of the huge 
literature (Krugman, 1998; Rodrik, 1999; Irvin and Kroszner, 1999; Bevan and 
Estrin, 2000; Helpman, 2006) we can summarize the impact of the FDI in the 
following ways: 


1. contribute to the surplus in the Balance of Payment 

2. increase exports, because usually FDI are competitive on the market and 
produce in the exporting sector 

3. increase productivity and competitiveness 

4, may have spillover effects and can influence the starting up of new domestic 
investments and market segments 

5. affect new human capital formation 

6. contribute to change in power relations, lobbying systems and challenge busi- 
ness clubs and their organization 

7. contribute to change in agent’s behaviour, economic rules, and institutions. 


Together with the attraction of FDI CEEC, in particular Poland, Hungary, and the 
Czech Rep. increased their trade flow with EU. These two factors, FDI and trade, 
are reported as key factors for the further development of these three countries in 
some articles (Manzocchi and Beatrice, 2001a; 2001b). Clearly, evidence is contro- 
versial on this topic, and there are economists who argue that FDI contributed to 
an increase in commercial deficit in some TEs because foreign investors imported 
capital goods, technology, and other services from their own country in massive 
amounts (Weresa, 1999). However, FDI definitely contributed to integration in 
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the world economy of the new EU member States, which were also affected by 
other international organizations and international conditionality such as the 
World Trade Organization (WTO) and the International Monetary Fund (IMF). 
In fact the new EU member states during the 1990s also experienced a transi- 
tion towards membership in those organizations as the table (Table 14.7) below 
shows. Moreover, during the 2000s new EU member States became also members 
of NATO. 

The European enlargement, according to the Regular Report on Enlargement 
of 2002, should have initially followed the differentiation between CEEC-Helsinki 
and CEEC-Luxemburg. According to this differentiation, enlargement to CEEC 
should be accomplished in two phases. The first phase should include five countries 
as established at the European Council in Luxemburg in 1997.8 The second phase 
should include the remaining five countries, less advanced in the reform process, 
as decided at the European Council in Helsinki in 1999? (European Commission, 
Regular Report on Enlargement 2002). However, in the end, the Copenhagen 
Council in December 2002 decided to extend the first wave of enlargement to 
CEEC-Luxemburg plus Slovakia, Latvia and Lithuania, in 2004, and to postpone 
at 2007 the enlargement for Romania and Bulgaria. 


6 The transformation of the trade pattern among the NMS of the EU 

The transition of CEEC is sometimes perceived, erroneously, as a transformation 
towards the ‘standards’ of the EU, meaning with this not only the reduction of gap 
in the GDP per capita and the convergence towards the levels of GDP per capita of 
EU, but also the catching up in the institutional and social dimension. However, 
each country has its own path of development which includes transformation 


Table 14.7 International Agreements of CEEC during 1990s 


European EU full 
GATT/WTO IMF (art. VIII) Association membership 

Bulgaria Dec-96 Sept-98 Mar-93 Jan 2007 

Czech Rep. Jan-95 Oct-95 Oct-93 May 2004 
Hungary Jan-95 Jan-96 Dec-91 May 2004 
Poland Jul-95 Jun-95 Dec-91 May 2004 
Romania Jan-95 Mar-98 Feb-93 Jan 2007 

Slovakia Jan-95 Oct-95 Oct-93 May 2004 
Slovenia Jul-95 Sept-95 Jun-96 May 2004 
Estonia Nov-99 Aug-94 Jun-95 May 2004 
Latvia Feb-99 Jun-94 Jun-95 May 2004 
Lithuania May 2001 May-94 Jun-95 May 2004 


Source: Transition Report 2001 and European Commission. 


288 Pasquale Tridico 


and acquisition of institutions and social standards different for each context. 
It includes also a process of institutional change which in turn contains several 
features such as the change of economic agents’ behaviour, the understanding of 
particular policy, and the radical change of the productive structure, of the rules 
of production, of the partner trades in the international economy, of the form of 
competition, of the wage nexus, and of the form of money constraints. All this is 
not made in a short time; neither is observed through the growth of GDP". The 
reduction of income difference, although an important issue, seems too reductive 
with respect to the most general and complex problem of the economic develop- 
ment of Former Communist Economies. 

The surface of the economic development is represented by GDP growth. 
The analysis of economic development means the explanation of rules, poli- 
cies, and variables which allow for a change in the productive structure of the 
country, the improvement of living conditions of people, and the increasing of 
all the forms of capital (human, social and physical). This change would have to 
be accompanied by a coherent institutional change, able to manage the social 
conflicts and to attenuate the external and international shocks (Rodrik, 1999). 
The institutional dimension should create the appropriate economic environ- 
ment which allows for individuals to accumulate skills and to firms to accumu- 
late capitals in order to increase output (Jones and Hall, 1998) so that adverse 
selection and bad incentives (i.e. corruption, crime, free-riding, rent-seeking, 
etc.) are avoided, transaction costs and opportunism are reduced, and greater 
advantages are created for all. 

In CEEC, transition also means the transformation of the trade pattern, which 
changed radically in the past 20 years. This pattern used to be oriented towards 
Former Communist Economies only, while now is very much integrated into the 
EU. In fact in the place of the Former Soviet Union and Comecon" one can find 
today, in the figure of Import-Export, the EU (see Table 14.8 below). The very 
example of this change is Poland, which is the biggest among CEE economies. 
In 1989 FSR counted for 33 per cent of Polish imports and for 28 per cent of 
the exports; today, this role is played by Germany that counts for 38 per cent of 
the Polish exports and for 27 per cent of the imports.'? In 2007, only 5 per cent 
of the Polish imports came from Russia, and 2.6 per cent of the Polish exports 
were directed towards it (EIU, 2007). Such a pattern, as illustrated below, is very 
similar to other CEEC. In a way the relation between Germany-Poland-Russia 
is a paradigmatic example of the European context with respect to the current 
European political situation and economic influence. For years Poland was alter- 
natively under the domain or the influence of Germany and Russia (Davies, 2001). 
Nowadays it is ‘the turn’ of Germany, which is the biggest and most important 
EU economy. Until 1989 it was ‘the turn’ of Russia; and usually in Europe, the 
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Table 14.8 Main trade partners of CEEC (percentage of total) in 2007 


Export to Import from 

GERMANY 37.1% GERMANY 26.2% 
ITALY 7.5% ITALY 10.4% 
NETHERLANDS 6.3% FRANCE 7.8% 
FRANCE 5.8% RUSSIA 6.9% 
UNITED KINGDOM 5% UNITED KINGDOM 5.6% 


Source: ElU, 2007. 


country which controls Poland has the main influence in Central and Eastern 
Europe (Davies, 2001). 

The structural change that occurred in the economies of the CEEC made 
possible the change in the trade pattern, and today those economies are fully 
part of the EU single market. However they had to change production, restruc- 
ture their economies, and transform their productive infrastructure. During the 
1990s CEEC went through high social costs in term of unemployment. Most of 
CEEC had an international specialization functional to Comecon needs and to 
FSR requirements. The heavy industry was the most important industry in most 
of CEEC. Therefore the change towards the more diversified EU pattern was very 
costly because it had to adjust to EU demand and technical norms. 

The new model encompasses the possibility to export high technology products 
and services with higher value added. Moreover, the EU membership requires 
continuous investments in innovation and organization in order to maintain high 
level of competition to be able to compete with old EU firms. For some countries 
such as Poland and Romania, this means also the restructuring of the agricul- 
tural sector characterized by high levels of employment (around 25-30%) and 
by lower levels of productivity, with the agriculture sector equal to 5 per cent of 
GDP, compared to Hungary and the Czech Republic which however employ in 
the agricultural sector a much smaller percentage of people (around 6%). For all 
new member States, it meant restructuring big former State Owned Enterprises 
(SOEs) and attracting foreign capitals able to innovate and to foster productivity. 

The EU today plays the main role in the import-export flow of CEEC (see 
Figure 14.12 below). The flow of trade between the EU and CEEC has increased 
enormously. Already at the end of the 1990s, it represented 70 per cent of the CEEC 
flows. The balance is slightly in favour of the EU. All the CEEC have been opened 
to the international trade and converged towards EU average tariff levels. Small 
countries like the Czech Rep., Slovakia, and Estonia are very open economies, 
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Figure 14.12 Trade EU-CEEC, 1990-2007 


Source: Eurostat. 


with a model more and more oriented towards an export-led type, while Poland 
Romania and Bulgaria remain a bit closer. However, all of them have abolished 
all the restrictions between them and EU on 1 January 2003 and have adopted a 
Common Foreign Tariff (CFT) towards third countries at 3 per cent. 

The change in the model of trade is fundamental because it involves also norms 
and behaviour of agents who were not familiar with new import-export rules, 
international demand, technical requirement, marketing, strategies of sale, and 
so on (MacBean, 2000). The impact of the integration in the EU and the world 
economy is therefore huge from an economic point of view and from an insti- 
tutional point of view. Trade balance, as the figure above shows, is in favour of 
the old EU 15, which export more than what they import from CEEC. This is to 
underline a better competitiveness of old EU versus CEEC. The opening of trade 
brings about pressure and world-wide competition which modifies the domestic 
issues, power relations within national economic powers, and policy preferences, 
increasing the danger for the social cohesion. Therefore, social institutions which 
would be able to attenuate social conflicts and to manage new power forces are 
necessary in order to keep social peace and to lower social costs (Rodrik, 1999). 


7 Conclusion 

‘The transformation of TEs has been profound and recession has been severe, both 
in CEEC and in FSR. However most of CEEC started a more consistent process of 
economic development which did not happen in most of FSR. Reasons for that are 
several. One of the reasons which was analysed in this paper is the EU condition- 
ality and membership which played a positive role for most of CEEC. 
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In fact, the impact of EU on CEEC has been very important during transi- 
tion in particular in terms of FDI, trade, political transformation, and democracy 
which were promoted by the EU perspective of membership. Likely, more FDI, 
and trade with EU 15, along with EU aids, contributed to a faster GDP recovery 
in CEEC than in FSR which were not affected by EU membership. However, while 
it is possible to observe, to some extent, a sigma convergence with a reduction of 
income dispersion between NMS and EU 15, it is not possible to observe a Beta 
convergence among EU 28 Member States in the period analysed. 

In terms of foreign relations, the eastern enlargement modified the EU 
approach towards the Former Soviet Republic too. Moreover, the access to the 
EU of Eastern countries shifted more to the East not only the EU border, but also 
the EU perspective and the approach towards Ukraine, Belarus, and Caucasus 
Republics which some decade ago were not even considered part of European 
affairs. On the contrary, today a perspective for these countries, in particular for 
Ukraine and Belarus, of being part, in the future, of the European Union, is no 
longer impossible. 

Finally, politically, the transition from the single-party system existing in the 
previous regime towards the multi-party system of the current regime was more 
successful in CEEC than in FSR: higher levels of democracy, freedom, political 
rights, and civil liberties are observed in CEEC with respect to FSR. Obviously, 
in this sphere, probably more than in the economic sphere, the positive influence 
and conditionality of EU membership was stronger. 


Notes 

1. The same opinion is shared by the World Bank (1996), Dabrowski (2001), Balcerowicz 
(1993). 

2. Indeed, in most former Soviet Republics, a transition process did not start before the 
dissolution of the Soviet Empire in 1991. 

3. The article does not explore in details these tensions which involve economic, military, 
and geopolitical interests in the region. The situation reached a very critical stage, after 
the secession of Crimea, also in the eastern region of Donbass and further development is 
difficult to forecast right now. 

4, Is important to recall that the variable used is Control of Corruption (-2.5 high 
corruption; +2.5 low corruption). While the variable Political Rights and Civil Liberties 
(for democracy) rank between 1 (the most free) and 7 (the least free). Hence in the relation 
above, a high level of corruption is associated with a higher index of democracy. 

5. This also emphasizes the pattern of FDI, characterized mainly by small and medium 
firms in the case of Italy. 

6. PAIZ stands for Paristwowej Agencji Inwestycji Zagranicznych, in Polish, (Polish Agency 
for Foreign Investments). 

7. For instance, the Paiz and the PAI (Polskiej Agencji Informacyjnej - Polish Agency of 
Information) were set up with the aim of attract and channel FDI in Poland. 

8. Poland, Hungary, the Czech Republic, Slovenia, Estonia. 

9. Bulgaria, Romania, Slovakia, Latvia, Lithuania. 
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10. According to some econometric analyses, some catching-up scenario on TEs foresee a 
possible convergence in per capita GDP with old EU in 15 years, on average, if CEEC 
would grow at 6% and old EU at 0%. If CEEC would growth at 3% then, catching 
up would need 30 years, with zero per cent growth in old EU. Between 20 and 30 
years would be needed if EU more realistically would growth at 2% and CEEC at 4% 
(Montalbano, 2002). 

11. Comecon (or CMEA) was the former communist commonwealth for free trade, similar 
to the European Economic Communities, among Former Soviet Republics and the 
other communist economies. 

12. Economist Intelligence Unit (2001). 
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Sustainability of Public Budgets 
Christopher Hartwell and Marcello Signorelli 


Abstract 

The idea of budget ‘sustainability’ is a multi-faceted concept that often refers to 
the inter-temporal budget constraint that a government faces. However, this is 
not the only way in which sustainability may be encapsulated, as other consid- 
erations than solvency often come into play. This chapter examines the various 
conceptions of sustainability for public budgeting and how they influence policy 
choices, as well as the various ways in which public budgets may be sustained. 
We conclude with an examination of the challenges of sustainability in emerging 
market and transition economies. 


Keywords: Sustainability, Public Budget, Debt, Fiscal and Monetary Rules. 


1. Introduction 
The area of public expenditure, funded through various methods of taxation and 
revenue extraction, is recognized as the most important exercise of a government’s 
power. The distribution of expenditure reveals a society’s attitude towards the size 
and proper role of government, its policy aims, its emphases, and its reach into an 
economy. The document that enables the matching of expenditure to revenue, as 
well as laying out short- and medium-term strategies for spending public monies, 
is the annual budget. In the words of Schick (2001, p. 14), ‘control of the totals is 
the first purpose of every budget system. There would be no need for budgeting if 
the totals were permitted to float upward to satisfy all demands’. Budgeting thus 
represents the recognition of the iron law of scarcity, and in relation to the public 
sector, its importance in defining a society’s priorities cannot be understated. 
How these priorities are allocated within the budget is a result of various 
political interests present in a country (Alesina and Perotti, 1995), the legisla- 
tive and executive institutions supporting the governmental framework (Alt 
and Lowry, 1994), how these institutions enable or discourage access of these 
political interests (Poterba and von Hagen, 2008), and the political and ideolog- 
ical preferences of the party or leader in power (Cusack, 1997). Moreover, the 
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budget is an inter-temporal document in the sense that it records the ‘victories 
and losses’ of the past (Wildavsky, 1986), but also that its previous fiscal choices 
(manifested as debt) act as a constraint on future budgeting (Wyplosz, 2005). In 
every instance, however, the budget conveys the relationship between expendi- 
tures and revenues and may, in conjunction with multi-year budgeting platforms 
such as Medium-Term Expenditure Frameworks (MTEF) (World Bank, 2012) or 
National Development Strategies (United Nations, 2008), lay out specific objec- 
tives for both sides of the ledger. 

In developed countries, the budgeting process is a routine part of a govern- 
ment’s legislative year; however, in emerging markets and transition economies, 
the budget may be a more extraordinary and problematic issue. Transition econo- 
mies in particular have issues that developed economies surmounted years prior, 
including the difficulties of a limited tax base (exacerbated by emigration due to 
limited economic opportunities), nascent budgetary institutions (including tax 
administration) that have not operated in a market economy before (and often- 
times utilize arbitrary and heavy-handed tactics more appropriate to commu- 
nism), and the sometimes overwhelming task of bringing fiscal policy down from 
its all-encompassing role under communism (Pirttila, 2001). Emerging markets 
also have similar institutional issues, including over-reliance on natural resource 
rents, primary commodity price fluctuations that make revenue forecasting difh- 
cult (Jaeger and Shuknecht, 2007), low capacity within government ministries, 
and political capture of the budget process. 

Even if the budget process itself is in place and reasonably well-functioning, a 
budget itself is only a discrete snapshot of a continuous process; it is this dynamic 
nature of budgets, given their annual recurrence and importance to the opera- 
tions of a government, which shows where other problems may arise in emerging 
and transition economies. In particular, decisions made during budgeting can 
affect the real economy, as well as impact the stream of revenues that come in 
to finance the budget, thus also affecting future budgeting decisions. Moreover, 
unforeseen events and contingencies can also strain a government’s operations, 
and thus must also be accounted for. 

Linked with both the inter-temporal and institutional bases of the budget is 
the notion of ‘sustainability’: how can a budget be perpetuated year after year, and 
at what point can a budget be said to be sustainable for a country? The purpose 
of this chapter is to examine this idea of the ‘sustainability’ of public budgets and 
the challenge of finding sustainability in a post-communist or emerging market 
context. Is sustainability related only to the funding (revenue side) of public 
budgets, does it relate to the view of being able to service debt, or does it relate to 
the overall distribution of resources (including human capital) in a society? And 
what are the specific issues in emerging and transition economies that differ from 
OECD countries, making sustainability more difficult to achieve? 
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2 Sustainability and the budget 

While the budgetary process may be well-understood and best practices derived 
from both the economics and public administration literature on the myriad of 
ways in which a budget may be devised and administered, there is lack of clarity 
on the concept of budget sustainability. Indeed, defining ‘sustainability’ in a fiscal 
sense actually is a key starting point for observing how public budgets can reach 
this goal. 

As Chalk and Hemming (2000, p. 3) note, ‘the term fiscal sustainability does not 
have an exact meaning. Mainly, this reflects the way in which the literature on fiscal 
sustainability has evolved, with practical indicators of sustainability being derived 
independently of, rather than emerging from, the theoretical framework that is 
generally used to analyse sustainability’. Schick (2005, p. 110) has crystallized the 
current literature on fiscal sustainability as being along one of four specific axes: 


1. Solvency: the most common approach to sustainability, usually based on 
Blanchard’s (1990) approach to fiscal indicators, this refers to the ability of 
government to pay its financial obligations in the short-term and generally is 
focused on the balance between revenues and expenditures; 

2. Growth: a fiscal policy may be regarded as sustainable if it allows for continued 
economic growth, while an unsustainable policy would lead to sudden stops, 
reversals, or stagnation; 

3. Stability: a longer-term perspective, stability considers where a government 
can meet future obligations (mainly entitlement programmes such as pensions) 
with existing tax burdens, or if increasing burdens are necessary; and 

4, Fairness: the opposite effect, considering the capacity of government to pay 
current obligations without shifting the cost to future generations (also often 
used in reference to entitlement programmes). 


In reality, solvency and growth are the areas most thought of as relevant for 
fiscal sustainability for emerging markets, as the ideas of stability and fairness 
often touch on demographic change and aging and how this impacts longer-term 
entitlement programmes (although the issue of brain drain and emigration also 
impacts sustainability in developing/transition economies). It is thus solvency 
and growth that we will mainly focus on in this chapter. 


2.1 Solvency as the basis for sustainability 

The most common conception of budget sustainability comes from the solvency 
standpoint. Starting from a short-run perspective, a simple (yearly) budget 
constraint equation of the public sector can be defined as: 


D=G-T=AB+AM [1] 


A public deficit (D) exists when the overall public expenditures (G) are higher 
than the overall public revenues (T). 
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The long-run approach to solvency builds off of this short-run identity to 
consider the inter-temporal budget constraint of the public sector, where the 
current public debt is equal to the discounted value of future primary surpluses. 
Indeed, one may analyse the ‘economic sustainability’ of the public debt by refer- 
ring to the dynamic of the debt-to-GDP ratio. Returning to equation [1], we can 
derive more formally the key determinants of the dynamics over time of the debt/ 
GDP ratio (Ab): 


Ab =-—a+ b(t - g,) — mg,, [2] 


where b = B/PY (with PY representing nominal GDP); a = (T — G*)/PY is the 
primary budget surplus (deficit) divided by GDP; r and g, are, respectively, the 
average interest rate of the public debt! and the GDP growth rate;’ m is the ratio 
between the quantity of money’ and GDP, and g,, is the growth rate of the quan- 
tity of money. In this system, Ab remaining significantly higher than zero for 
several periods will lead to a situation of unsustainability, ceteris paribus.* 

In order for a country with a high public debt level to reduce its debt to GDP 
ratio over time (Ab < 0), a proxy of the condition for public debt sustainability, we 
would need to see: 


b(r -— gy) — mg,,-a<0 [3] 


Under a situation where there is a zero growth rate of the quantity of money (g,, = 
0) due, for example, to governments financing public deficits exclusively through 
increasing public debt, we can find the following condition for Ab < 0: 


b(r - gy) -a<0 [4] 


In the case of a primary budget balance equal to zero, we see that, in order to have 
a reduction in the debt to GDP ratio, the real (nominal) GDP growth rate g, has to 
be higher than the real (nominal) average interest rate of the public debt: 


ae [5] 


In summation, a reduction of the debt to GDP ratio is possible by (1) increasing 
the real GDP growth rate, and/or (2) improving the ‘primary budget’, and/or (3) 
reducing the real interest rate, and/or (4) increasing the monetary financing of 
public deficit. 


3 Achieving sustainability 

While improving the real GDP growth rate is often a preferred route of policy- 
makers, it is also a difficult variable to alter in the long-term. There is also a feed- 
back effect, as policies that are taken to improve the primary budget consisting of 
public expenditure cuts and/or increases in the public revenue may be deleterious to 
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growth.° Thus, realistically, debt can be financed with increased taxation and other 
public revenues, the emission of new public debt, or the printing of new money. 

Thinking in a longer-term perspective, these different methods of financing 
budget deficits have different consequences for the budgetary process and thus 
involve the idea of ‘sustainability’ as related directly to solvency. In the first 
instance, significant and persistent (annual) deficits covered by printing money 
will produce inflation (or possibly hyperinflation), while the short-term benefits 
of an ‘inflation tax’ or ‘seigniorage’ may accrue to the budget (especially in regards 
to reducing the real burden of existing debt). 

On the other hand, significant and persistent (annual) deficits covered by 
public debt will create additional burdens in the form of interest payments; more- 
over, the Barro-Ricardo equivalence approach (Barro, 1974) considers an increase 
of public expenditure not immediately covered by taxation as a postponement 
of taxes to future generations. This effect may accelerate unsustainability in 
a country where demographic change means there are less future taxpayers to 
cover today’s expenditures (Auerbach and Kotlikoff, 1992). The consequences of 
debt also may include a crowding-out effect on current consumption if future 
taxation is perfectly anticipated (Kochin, 1974) that shifts consumer behaviour to 
savings in order to pay the higher taxes in the future (Yawitz and Meyer, 1976). 
Excess debt may also change the composition of investment, crowding out private 
investment with public expenditure (Aschauer, 1989). 

Moreover, not all debt is created equal. Management strategies of public debt 
can focus on its composition, meaning that a mix of instruments and maturities 
might mitigate some of the effects that the straightforward level of debt would 
imply. New debt issuance to cover old debt may indeed be sustainable if a govern- 
ment can maintain positive and stable expectations about its capacity to repay 
its obligations. These better expectations may also reduce the cost of new debt 
by lowering the interest costs of the debt (due to a lowering of the risk premium). 
However, if there is a maturity mismatch, new debt may exacerbate unsustain- 
ability and hasten the day of reckoning for a government. 

Given these consequences, as Easterly and Schmidt-Hebbel (1994, p. 17) 
correctly say, ‘the consequences of deficits depend on how they are financed. Asa 
first approximation, each major type of financing, if used excessively, brings about 
a macroeconomic imbalance [emphasis ours]’. Thus, the long-term use and abuse 
of debt financing is clearly unsustainable from a solvency point of view, as it pulls 
macroeconomic aggregates out of balance, and in a world of equilibria, imbal- 
ances cannot last long. However, much hinges upon the definition of ‘excessive 
use’: when is debt financing of any sort too much? Where is the tipping point 
between sustainable financing and unsustainability? 

An answer to this question is difficult, for a well-defined threshold does not 
exist, and it is difficult to detect precisely when the level of public debt is too high 
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and ‘unsustainable’ for a specific country: Japan currently has a debt to GDP ratio 
higher than 200 per cent but has thus far not suffered difficulties in accessing 
capital markets, while Argentina has a similar ratio of 45 per cent and is seen as 
a troubled and debt-ridden economy. The Japanese case can be largely explained 
by the fact that its public debt is almost totally internal (due mainly to Japan’s 
high savings rate); in other words, due to higher mobility of capital searching 
for returns internationally, a country with a higher share of public debt held 
by foreign creditors has a higher risk of unsustainability. Moreover, the issue is 
complicated by the differing effects of the various deficit financing instruments 
commonly utilized in public budgeting. For example, taxation has a direct nega- 
tive impact on economic activity in formal markets, while also pushing businesses 
into the shadow economy; it is plausible that the tolerance to increased taxation 
is counterbalanced by the quality and quantity of public services provided, as 
well as to the distributional characteristic of taxation. Thus, sustainability even 
under a Ricardian-equivalence approach depends upon an economy’s resilience 
to taxation. 


3.1 Constraining Leviathan? 

The need for prudent and careful policies in tackling the issue of long-term sustain- 
ability are compounded by the institutional difficulties of the budget process. It is 
here that we see divergence amongst economic schools of thought on the optimal 
ways to achieve sustainability. Non-Keynesian theories in particular support the 
adoption of ‘rigid rules’ on public budget (and monetary policy)®, only permitting 
public expenditures that are fully covered by taxation in order to avoid oppor- 
tunistic behaviours by the (current) government.’ This approach, mainly cham- 
pioned by the public choice school, considers the reality of the government as 
a combination of bureaucracy and political actors, each with their own specific 
objectives that may be different from maximizing general utility’; these theories 
also lead to a more rules-based approach to budgets that mitigate against a high 
(and increasing) weight of the State in the economy (also undesirable due to its 
negative effects on economic efficiency and activity). 

However, the Keynesian perspective sharply disagrees with this limiting 
approach and instead suggests ‘flexible rules’ permitting policy makers to address 
negative shocks with ‘appropriate’ fiscal policies.? According to this approach, 
there are two main arguments in favour of flexible rules: first, the countercy- 
clical action of automatic stabilizers will help to dampen volatile swings in GDP, 
and secondly, discretionary fiscal policy can help to distribute over several years 
the cost of exogenous shocks (earthquake, floods, financial crisis).'° While public 
choice or neoclassical approaches would warn about the dangers of discretionary 
policies, Keynesian (and non-Keynesian, see Barro, 1979) tax-smoothing theory 
argues that discretion actually helps to avoid a huge immediate increase of taxation 
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(further depressing aggregate demand) that would be needed to cover unexpected 
increases in public expenditures accompanying an exogenous shock. 

The debate over rules versus discretion continues to rage, with public choice 
economists highlighting the costs of too much discretion, especially in the pres- 
ence of a ‘fiscal illusion’ (Tullock, 1967) by the electors that overestimate the bene- 
fits of current expenditures with respect to future taxation. In addition, there 
is empirical evidence showing that an asymmetric use of the stabilization fiscal 
policies with deficits in recessions is not followed by surpluses in the opposite 
cyclical situation. Alesina and Tabellini (1990) raise the point of temporal inter- 
dependence, in that a current government could, by adopting a certain budgetary 
stance, strategically create significant constraints to fiscal policies of the future 
government. There is also the quite real possibility of conflict between different 
levels of government (e.g. national vs. regional) or between policymakers in the 
central government (as reflected in the tension between executive branches in 
setting budgets and Central Banks in setting monetary policy). As with the issue 
of how to finance budget deficits, there are arguments to be made for both discre- 
tion and rules, and the preferred solution is dependent upon the country context 
in which it is applied. 


4 The experience in some emerging and transition markets 

As noted earlier, the issue of sustainability in developing and transition econ- 
omies differs from the longer-run perspective of developed countries, who are 
concerned more with demographic trends and the sustainability of various enti- 
tlement programmes. For these economies, the emphasis is more situated on the 
solvency side of the equation, as well as coping with immature fiscal institutions, 
tax evasion, and finding the right policies that encourage growth while allowing 
for government to perform its minimal obligations. 

But while the emphasis in emerging markets may be on the fundamental 
aspects of fiscal policy as a prelude to sustainability, it is also one of the more 
difficult challenges in an environment where institutional capacity is low, conflict 
may be rife, prior experience with budgeting and taxation has been lax, or the 
state apparatus itself is corrupted. Moreover, emerging market economies, while 
perhaps large in population or absolute GDP (such as India or China) are generally 
small players globally, and as such are more affected by external macroeconomic 
shocks, a reality that can have a lasting effect on sustainability (Alvarado et al., 
2004). Additionally, countries such as Ecuador or Nigeria that are heavily reliant 
on exporting commodities tend to see volatility in revenues and less flexibility in 
their expenditures than well-diversified economies (Lopez-Calix, 2003). On the 
other hand, countries that have longer paths to convergence may see growth that 
can sustain fiscal imbalances for a much longer period, as is happening in China 
(Akyiiz, 2007). Indeed, China’s situation also has an impact on sustainability of 
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budgets elsewhere, as its high rates of savings, partly invested in US Treasury 
bills, permits higher levels of US consumption than would otherwise be possible. 

Beyond the difficulties in building the correct institutions, developing coun- 
tries can also be characterized by sudden shifts in expenditure and revenue poli- 
cies, which may in turn engender volatility in the real economy and have harmful 
impacts on longer-term sustainability. The case of fiscal decentralization in 
Argentina and Brazil is illustrative of how this can occur. Fiscal decentraliza- 
tion can have differential effects on longer-term budget sustainability through 
delegation of expenditures (Dabla-Norris, 2006). On one hand, decentralization 
may lead to more sustainable budgets at the national level through better steward- 
ship of local resources, thus leading to smaller aggregate deficits (King and Ma, 
2001), but there is also evidence that sub-national spending can lead directly to 
increased deficits at the national level (DeMello, 2000). 

In the cases of Brazil and Argentina, the issue was not the impact on the budget, 
but the sudden policy reversal of decentralization. After a period of fiscal decen- 
tralization in the 1980s, both countries attempted to re-centralize fiscal powers 
in the 1990s. Ostensibly, this move was done in both Latin American powers in 
order to continue stabilization measures growing out of previous crises, but the 
presidential politics of each country also played a large part in wanting to rein 
in the power of the provincial governors (Eaton and Dickovick, 2004). As Eaton 
and Dickovick (2004, p. 91) noted, ‘by transferring authority over revenues and 
expenditures to sub-national actors, decentralization in the 1980s and 1990s 
limited the policy tools at the disposal of national politicians’, but this endow- 
ment of sub-national governments in taxing, spending, and borrowing also made 
it difficult to re-centralize, as ‘increasing numbers of these officials are elected 
by voters rather than appointed by national politicians’. Thus, political machi- 
nations in both countries made an imperative to bring regions back under the 
central government, but a power struggle developed that had ramifications for 
the budget. 

Indeed, the results of this policy volatility were mixed for each country, 
depending upon other institutional frameworks. In Brazil, this move actually led 
to an improved budget position over the 2000s and made sustainability in the 
solvency realm more likely, as it curtailed regional spending that was reliant on 
transfers from the centre. Nevertheless, with badly-needed reform of the revenue 
collection process neglected during this re-centralization, the longer-term impli- 
cations of this move are far less sanguine for Brazil’s continued growth (Melo 
et al., 2010). Compared to its neighbour, however, Argentina would gladly have 
settled for these longer-term sustainability issues, as the re-centralization of 
fiscal policymaking in Buenos Aires also re-centralized the political corruption 
and patronage (Sturzenegger and Werneck, 2008) that was always at the heart 
of Argentina’s decentralized system (Sanchez, 2011). Coupled with Argentina’s 
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proclivity towards highly expansionary fiscal policy in its boom periods (Perry 
and Servén, 2003) and the high volatility of political institutions in the country 
over the past century (Campos and Karanasos, 2008), re-centralization led to 
short-term spending sprees and insolvency." 


4.1 Transition to sustainability? 

Underneath this grouping of developing countries or ‘emerging markets’, there 
is further divergence on the challenges of obtaining a sustainable public budget, 
as the transition economies of Central and Eastern Europe (CEE) and the former 
Soviet Union (FSU) have had to confront a much broader set of issues related 
to short-term fiscal sustainability. The first issue that had to be addressed was 
the issue of public expenditure: the communist governments and institutions of 
the previous 50-70 years were all-encompassing, meaning that their expenditure 
mandate was virtually unlimited, while budgeting was driven by the govern- 
ment’s plan instead of controlling expenditures (Martinez-Vasquez and Boex, 
2001). This reality was unsustainable in a market economy,” and as part of the 
move towards a free-market system, governmental expenditures had to be both 
pared down substantially and formalized into a system for prioritization. This 
meant that the reform of budgetary processes became of utmost importance for 
getting a handle on expenditures, as well as moving away from the previous belief 
of budgeting as more of an accounting measure to the modern conception of the 
budget as a policy and planning tool (Vanagunas, 1995). 

Budgetary reforms throughout transition took different shapes, with the 
expenditure reforms dependent upon the concurrent institutional reforms that 
are necessary for any fiscal consolidation (Dabrowski et al., 2000). This was a 
more difficult task in countries that were newly-independent, as they had no 
experience with these budgetary institutions themselves, instead relying on other 
(now-foreign) capitals for the bulk of the budgetary process; this reality was espe- 
cially true in the Balkans, where former Yugoslav republics such as Bosnia and 
Macedonia not only had to cope with war but with an antiquated centralized 
system that no longer functioned (Diamond and Last, 2004). However, despite 
these issues, countries did succeed in reforming their budgetary processes, with 
Lithuania in particular facing a host of Soviet-era issues related to command- 
and-control budgeting that were slowly resolved via sound institutional reform 
of the Ministry of Finance and parliamentary budgetary legislation (Vanagunas, 
1995). Similarly, Slovenia, spurred on by the prospect of EU accession, also was 
able to break from the dysfunctional Yugoslav system with “budget preparation 
and in-year management [being] considerably improved by extensive training 
and capacity building’ (Diamond and Last, 2004, p. 30). 

However, unlike the reform of the revenue side (see below), where tax policy 
is generally easier to set than it is to administer (as Casanegra de Janscher, 1990 
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noted, ‘tax administration is tax policy’), budgetary processes were relatively 
easier to reform than the actual expenditures. As Bejakovic (2000, p. 2) also 
noted, ‘politically it [was] very hard to decrease budget expenditures in countries 
where they were huge and where people are used to a range of services and protec- 
tive measures from the state’, thus making sustainability in transition a difficult 
objective. Indeed, in many former Soviet countries, predominantly Russia, a lack 
of institutional reform meant that expenditure reform also stalled. As Diamond 
(2003, p. 10) put it, ‘fiscal policy during the transition period, which should have 
been designed to complement structural changes in the economy, was directed to 
supporting old institutional structures — such as by providing financial support 
to inefficient enterprises’. Other economies saw less difficulties in the transition 
even while keeping expenditures high by changing the underlying composition 
of spending, as in Slovenia, where expenditures remained close to 45 per cent of 
GDP and a generous welfare state was maintained but where these expenditures 
were offset by reductions in firm subsidies and capital expenditures and lowered 
transfers from the government to non-profit organizations (Leloup et al., 2000). 

A corollary to the expenditure story, as noted above in the case of Argentina 
and Brazil, is the issue of fiscal decentralization. In the transition experience, 
both effects were seen contingent on other policy and institutional reforms. For 
example, the Slovak experience with decentralization saw substantial decreases 
in overall spending due to the exigencies of the Meciar administration’s approach, 
where grants to the municipalities fell in tandem with the shock of separation 
from the Czechoslovak federal budget (Bryson and Cornia, 2004). However, in 
Moldova, fiscal decentralization led to larger spending at the sub-national level, 
which, coupled with limited autonomy to raise revenue in the regions, translated 
into a greater reliance on central government grants (and thus higher spending 
throughout the whole country (DeMello, 2001). As with the budgetary process, 
the progress of fiscal decentralization in moving towards fiscal sustainability 
was dependent both upon clear assignment of roles and institutional develop- 
ment (Zigiene, 2012) and the explicit move away from high-expenditure to low- 
expenditure policies.'* 

Similarly, the development of political institutions concurrently with 
economic ones in transition, but not necessarily on the same schedule, may 
have created pressures on fiscal sustainability that would be lessened (but not 
absent) in a developing or OECD country. In particular, Nordhaus’s (1975) 
theory of political business cycles postulates that expansionary fiscal policy may 
be utilized by governments in order to garner support from the electorate and 
ensure re-election. In transition economies, where there is less experience with 
the normal levels of politicking (and where governance was seen until recently 
as all-encompassing), it was perhaps inevitable that some countries would fall 
prey to political business cycles (Brender and Drazen, 2005) and move away from 
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sustainability (Schuknecht, 1996). This has been seen most strongly in Hungary, 
where fiscal policy over the past two decades has been highly expansionary as 
an election approached, only to become contractionary after the election (Lami 
and Imami, 2013). While this approach may appear to be sustainable (as a form 
of budgetary smoothing), in reality it has added to Hungary’s long-term debt and 
saddled the country with a debt to GDP ratio of nearly 80 per cent of GDP (the 
highest of all the first-wave EU accession countries). With each political business 
cycle, Hungary’s fiscal position has become slightly more unsustainable. 

This did not mean that, overall, governments were necessarily fiscally profli- 
gate. Poland, for example, appeared to have reined in public spending at a fairly 
early phase of its transition, following a path that adjusted tax policy (and thus 
revenues) to the planned levels of government expenditures (Green et al., 2001). 
Such an approach appeared to be sustainable for the country, but Green et al. 
(2001) also warned that there may have been longer-run costs in this approach, 
as it may have not fostered enough of a culture of tax compliance (although the 
reality has not borne out this assumption, with Poland’s tax compliance in 2012 
estimated at 94.3 per cent (Alon and Hageman, 2013). Moreover, Afonso et al. 
(2006) have found that there were a series of successful fiscal consolidations in 
Central and Eastern Europe (in particular Bulgaria and Estonia) that were driven 
by expenditure reductions; indeed, their analysis shows that expenditure-based 
consolidations have a much higher probability of success in transition than 
revenue-based ones. External pressure may also have helped force expenditure 
downward, in regards to the prospect of EU accession, although, as Lewis (2013) 
points out, once accession was assured for the four Visegrad countries, there was 
a definite fiscal loosening across all countries. 

On the other side of the ledger, once public expenditure goals had been mapped 
out (or at least agreed to in principle), the establishment of a tax base to fund these 
initiatives was also crucial (although perhaps not as vital as suggested by some, 
such as Stiglitz, 1999). In particular, the introduction of a modern tax system in 
a country with little knowledge of direct and indirect taxation (as opposed to 
taxes levied only on state-owned enterprises (Crivelli, 2013) was a difficult step, as 
the post-communist governments needed to find an appropriate balance between 
funding public expenditures and not strangling the nascent private sector in its 
cradle with policy or administration (Edwards, 1992). In many instances, mainly 
in the former Soviet Union, the balance was not achieved; a key example of this 
is in Ukraine, where direct tax burdens and the complexity of the tax system 
contributed to the making of a huge informal economy (Thiessen, 2003) and the 
institutionalization of non-compliance with the tax authorities. Coupled with 
rampant official corruption in the tax administration and elsewhere (Darden, 
2008), Ukraine’s experience in instituting a modern tax administration can only 
charitably be described as incomplete. 
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Closely related to the taxation issue is another form of revenue almost unique 
to transition economies in its breadth, and that is privatization, or the removal 
of formerly state-owned assets into the hands of the private sector. Privatization, 
froma fiscal standpoint, was a way to help fill government coffers in the early years 
of transition while the difficult job of creating a private sector from (near) zero 
was undertaken, ‘improving [the] government budget stance by directing privati- 
zation revenues to help reduce budget deficits or public debt burdens’ (Lieberman 
et al., 2008, p. 11). In Hungary, for example, the State Property Agency (SPA) saw 
revenues of $1.6 billion over 1990-1993 (Mihalyi, 1994), while the Czech Republic 
brought in nearly 3 per cent of GDP in privatization proceeds in 1995 and Latvia 
saw almost 12 per cent of GDP obtained in both 1997 and 1998 as a result of priva- 
tization. Using a dataset that included the Czech Republic, Estonia, Hungary, 
Kazakhstan, Mongolia, Russia, and Ukraine, Barnett (2000) concluded that the 
evidence over early privatization was that privatization proceeds were used as a 
one-to-one substitute for domestic financing. 

However, privatization also may have hindered fiscal policymaking, as the 
allure of continued large infusions of cash led many transition governments to 
avoid the hard fiscal trade-offs that were needed in the early days of transition. 
While the early evidence showed that privatization may have had positive effects 
on projected sustainability (Barnett, 2000), more recent work over the entire tran- 
sition set and with a longer time-frame has found exactly the opposite (Crivelli, 
2013; Erden and Bolatoglu, 2015).'* As Erden and Bolatoglu (2015) note, there 
is no ‘guarantee that governments use these one-off, erratic, and large revenues 
wisely’, and indeed, their empirical analysis ‘clearly show that privatization reve- 
nues [were] spent rather than saved in transition economies’. Thus, privatization, 
rather than contributing to fiscal sustainability in transition, actually pushed 
along fiscal laxity, as privatization proceeds were utilized for short-term current 
spending. In still other cases, the allure of privatization funding also may have 
slowed the privatization process itself, as governments held on to some industries 
in the hopes of selling them later and realizing future cash streams (Maw, 2002). 

In sum, both sides of the balance sheet, revenues and expenditures, faced chal- 
lenges during the transition from communism to capitalism. But how did these 
challenges translate into actual sustainability? In the early years of transition, 
with broad packages of policy and institutional reforms occurring simultane- 
ously, sustainability of public budgets often less of a concern than short-term 
crisis management (Diamond and Last, 2004). This reality of a crisis-mode at the 
beginning of transition, perhaps exacerbated by EU membership for some coun- 
tries (Lewis, 2013), may have set some transition economies on an unsustainable 
path; using Blanchard’s (1990) framework, Aristovnik and Berci¢ (2007) found 
the Czech Republic, Hungary, and Poland (as well as Albania and Croatia) to 
be on unsustainable paths, a judgment that was rendered even before the global 
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financial crisis hit. The additional challenge of the global financial crisis, starting 
in 2008, reduced the ability of transition countries to access external finance (a 
crucial issue especially for the Central European countries) and made longer- 
term sustainability for the more indebted countries even less likely (Mihaljek, 
2009). Combined with previous work that found positive relationships between 
fiscal consolidation (Segura-Ubiergo et al., 2010) and the merits in particular of 
reducing government expenditures (Afonso et al., 2006), it appears that the tran- 
sition countries are still transitioning towards sustainability. 


5 Conclusions 

This chapter has explored the various issues surrounding the sustainability of 
public budgets, with special reference to emerging markets and transition econ- 
omies. A key lesson regarding the various conceptions of sustainability is that 
they appear to be relevant to countries through their life cycle with little overlap; 
worries about being able to pay for long-term entitlements are non-existent in 
countries that lurch from sovereign debt crisis to debt crisis, while established 
governments are more concerned about the fine-tuning of the growth effects of 
the budget rather than radical (and potentially volatile) course corrections. 

No matter which conception is settled upon, however, sustainability is 
dependent upon development of the necessary institutions for fiscal policymaking 
and debt oversight, as well as a host of other economic and political institutions 
that may be immature or underdeveloped. It is impossible to divorce fiscal policy- 
making from the political institutions that comprise a government, the interests 
that can pressure the expenditure process, and the general cultural consensus on 
the proper role of government. Thus, the sustainability of a particular budget is 
conditioned by these other factors, as a deficit that would be ‘unsustainable’ in the 
medium-term in Ukraine may be much more sustainable in Poland. 

Finally, given the political exigencies and feedback surrounding budgetary 
decisions, a lesson learned from transition economies is that sustainability is 
almost always a question of expenditure rather than revenue. Expenditure deci- 
sions are almost always entirely concentrated in a government and can be imple- 
mented even if there is political opposition; conversely, revenue generation has 
adverse effects on the real economy, and it is to some extent out of the hands of 
government. Thus, sustainability hinges mainly on government control of public 
expenditures, while perfecting a tax administration is of minor importance in 
this respect. 


Notes 

1. It should be noted that r cannot be considered as an exogenous variable; in fact, it can be 
affected by the initial level of public debt to GDP, the credibility of government efforts at 
budget consolidation, and perceptions about the default risk that can suddenly worsen as 
a result of shocks or crises. 
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2. Expressed in similar terms, that is, both in nominal or both in real terms. 

3. We do not distinguish here between the monetary base (and m refers to this variable) 
and the several monetary aggregates existing in a monetary and banking economy. 

4. It should be mentioned that there is a complementary concept of ‘financial 
sustainability’, which refers to the propensity of the private sector to save, in particular 
in its preference for public debt securities. To capture this concept, it is often the ratio 
between public debt and financial wealth (or overall wealth) that is examined rather 
than to GDP. This may give another picture of sustainability, as in many economies 
financial wealth is significantly higher than GDP (a fact that has remarkable cross 
country differences). 

5. Tax increases on wages and public investment cuts are recognized as particularly 
damaging for economic growth (and regular employment). 

6. See, for example, Friedman (1948). 

7. Buchanan (1987) also suggested inserting a prohibition against public deficit ina 
country’s constitution. 

8. See, for example, Buchanan and Tullock (1962). 

9. Myrdal (1939) was the first to discuss the motivation for a deficit in depression/recession 
periods followed by surpluses in better times. 

10. In other terms, in bad times a gradual and smooth fiscal consolidation is preferable to a 
strategy of reducing public imbalances too rapidly and abruptly (e.g. Heyer, 2012). 

11. Argentina also highlights another issue in budget sustainability, and this is the 
occurrence of sovereign debt crises in the past affect the probability of a new crisis in 
the future, due to the role of (self-fulfilling) expectations in a monetary and financial 
economy. Thus, the occurrence of one crisis may have deleterious effects in the short- 
term as a result of unsustainability, but may also have effects in the long-run as the 
cause of additional unsustainability. 

12. As the collapse of communism showed, it was unsustainable in a centrally planned 
economy as well. 

13. In this sense, as Hartwell (2013) notes, the party or political ideology of a country’s 
first post-communist leader makes a difference to both size of government and broader 
institutional reforms. 

14. The empirical evidence from Barnett (2000) comes from a mixed set of developing 
countries and a small set of transition economies, rather than a full set of exclusively 
transition countries. 
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The ‘Bad-Asset Problem’ 


Horst Tomann' 


Abstract 

The bad-asset problem of transition economies had its origin in the system 
change. Though moral hazard problems were a concern when credible rules and 
structures had yet to be established, a strong case can be made for a thorough 
debt cancellation and balance sheet repair in the transition. This chapter reviews 
different strategies of how to distribute the burden and their impact on invest- 
ment activity and growth, price stability, the future tax burden, and social secu- 
rity, respectively. It briefly describes how the bad-asset problem has been tackled 
in Europe, highlighting the role of the banks. Finally, an outlook is given on the 
recent financial crisis which led to an excessive inter-government lending. This 
new European ‘bad-asset problem’ calls for shared responsibility in fiscal policy. 


Keywords: Enterprise Debt, Banking and Economic Development. 


1 Introduction 

In state socialism, money assets and liabilities existed but did not reflect market 
relations. Savings banks were not competing for deposits. Also, the government 
controlled investment and allocated credits to firms according to devices of the 
plan. So, in the process of transition to a market economy, specific evaluation 
problems arose concerning the stocks of money assets and liabilities. 

This chapter demonstrates that the bad-asset problem is not a mere conse- 
quence of inefficiency and mismanagement, but has systemic reasons. Section 2 
inquires into these reasons and identifies a specific stock-flow problem in transi- 
tion economies. In Section 3, the question of economic evaluation is raised. In 
a Keynesian perspective, the conclusion is clearly to release old debts and clear 
the balance sheets. Section 4 deals with options to distribute the ‘burden’. Five 
basic strategies of debt revaluation and their implications are discussed. Against 
this background, Section 5 analyses how the bad-asset problem has been tackled, 
focussing on a case study of East Germany. Finally, Section 6 identifies similar 
problems in the recent financial crisis and evaluates the lessons to be drawn. 
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2 The stock-flow problem in transition economies 

In a market economy, firms and their creditors have to revalue their assets if 
market conditions change. This holds even more if the total economic system is 
restructured. In transition economies, the requirement of revaluating assets has 
been largely neglected. Rather, the main policy concern was on income flows and 
the process of income creation: price liberalization, the opening of markets for 
tradeable goods, and the restructuring of firms were directed towards production 
and employment, and in a long-term perspective, towards productivity growth 
via the efficient use of resources. 

However, the viability of firms is not only determined by their competitive- 
ness in goods markets (their current account), but also by their ability to take 
investment opportunities and to bear future risks (their capital account). For that 
reason, a firm’s structure of assets and liabilities which reflects the past perform- 
ance must be balanced in a market economy, that is, a firm must have sufficient 
equity for risk bearing and sufficient liquidity to service its creditors. 

Although the illiquidity of state-owned enterprises was soon largely acknowl- 
edged - the German Treuhandanstalt for example secured the liquidity position 
of its enterprises from the very beginning - their insolvency was identified rather 
late. Like during the less-developed-countries (LDC) crisis of the 1980s, govern- 
ments were inclined to take insolvency for illiquidity (Cline, 1995). The wrong 
diagnosis induced them to adopt the wrong measures, as continued liquidity 
injections to firms clearly conflicted with the objective of price level stabilization. 
There are two systemic reasons for the hidden insolvency of state-owned enter- 
prises which were confronted with market conditions. 

First, even companies viable in terms of competitiveness were short of equity. 
To understand the reason of this systemic capital deficiency, we have to consider 
the rationale of long-term credit contracts in state socialism. A firm’s debt burden 
had no economic meaning as investment risks were non-existent. The underlying 
reason for the firm’s debt was taxation: firms were not allowed to accumulate 
profits and the ‘value added’ accrued to the government. In exchange for the fiscal 
drag, the government granted loans, thereby controlling the overall level and 
allocation of investment. A market economy by contrast requires equity finance 
in order to provide for a firm’s ability to bear investment risks. Hence by simply 
transforming the past pattern of liabilities in the process of transition, a govern- 
ment will end up with a systemic over-indebtedness of firms. 

A second systemic deficiency was overvalued stocks. It is monetary theory that 
provides the rationale for a behaviour of firms in state socialism which ends up 
with overvalued assets. Take the role of liquidity. The functioning of the market 
system rests on the confidence that an enterprise which is liquid is able to react 
to unforeseen events by a market transaction. If, on the other hand, a manager 
cannot trust in the purchasing power of his or her liquid assets —- the case of a 


316 Horst Tomann 


shortage economy - a market transaction will be a high risk option. Consequently, 
firms will amass stocks as surrogates for liquid balances — this is the role of secret 
stocks - and, on the other hand, will reduce their need for market transactions 
by vertical integration: each and every nail is produced in-house. The result is a 
backwardness in productivity which has two different aspects: 


1. a lack of specialization (which uses comparative advantage of the division of 
labour); the dominance of bilateral relations in the former Comecon? has been 
the outstanding indicator of a lack of money scarcity; 

2. the allocative condition of development - diversity in the economic structure 
- is missing; hence, by lacking scarce money, socialist economies suffer from a 
systemic backlog in their innovative potential. 


So, for both reasons, systemic allocative inefficiency and lack of innovative 
strength, a revaluation of firms is required in transition economies. 

In addition, the defunct economic structure of state socialism reflected what 
Balcerowicz (1993) has called the ‘pure socialist output’, that is, that part of output 
which can be maintained at an unchanged level only under socialism, if at all, 
for example a vast military industrial complex, overgrown heavy industry, and 
so on. This economic potential, which mirrored the goals of the ruling political 
party in state socialism, required particularly radical revaluations in the transi- 
tion economies. 

Although the bad-asset problem has its origin in the system change, it may 
be aggravated in the transition. First, uncertainty on proprietorship may hinder 
firms to use assets, in particular land and buildings, as collateral. This seemed to 
bea specific problem in East Germany, as the Federal Government had enacted by 
the Unity Treaty a restitution of old property rights. Secondly, as long as the bad- 
asset problem is not resolved, banks have an incentive for prolongation of loans, 
thereby creating new non-performing assets. Similarly, inter-firm credit chains 
emerge which may push viable firms into insolvency. 


3 The case for debt release 

Basically, two main arguments against a cancellation of enterprise debts in post 
socialist economies are debated. First, a debt release creates moral hazard prob- 
lems. It is taken by state owned enterprises as an invitation to continue with an 
unsound enterprise policy. Second, a general debt release would lay too high fiscal 
costs on the post socialist emerging market economies. 

As to the second argument, there is no fiscal cost at all if both sides of old 
credit contracts are public agents. As Begg and Portes (1992) pointed out, it is 
simple arithmetic in this case to demonstrate that a debt cancellation’s impact on 
public finances is zero ‘provided the public finances were being properly meas- 
ured’ (p. 20). As far as the fund’s creditors are state owned agents, there is no 
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fiscal cost in the sense of Domar’s ‘interest tax’. Begg and Portes argue, however, 
that disaggregation of the public sector matters, as a cancellation of state owned 
enterprise debts to banks may leave banks insolvent. Furthermore, a big share of 
state owned enterprise debt may be effectively owed to private households. These 
problems are discussed in Section 3. 

The moral hazard argument is well known from the debate on the LDC debt 
crisis. It has become clear in this debate that the argument is misleading in the 
case of sovereign borrowers (Cline, 1995). In the case of post socialist economies, 
two types of bad debts have to be distinguished. The old debts, ‘the legacy from 
state planning... convey little information about the current prospects of an enter- 
prise; these debts are random endowments which should not be allowed to get in 
the way of anything important’ (Begg and Portes, 1992, p. 24). On the other hand, 
there are debts which have been accumulated through operating deficits since 
reform began. In this case ‘it is much harder credibly to convey any write-off as a 
once-off event’ (p. 25). Generally, Begg and Portes support the recapitalization of 
state-owned enterprises through some form of debt write-off. Nonetheless they 
argue for some further delay in implementing write-offs ‘until credible rules and 
structures can be established’ (p. 24-25). 

This question of when to release debts requires a more rigorous analysis. If 
it is true that the establishment of ‘credible rules and structures’ is required, we 
have to ask for the kind of these institutions. Basic rules in a market economy are 
to provide for the assignment of individual property rights and the enforcement 
of contracts. Market transactions are based on contractual commitments which 
require specified property rights. In particular, credit contracts require individual 
property rights as a medium of guaranteeing the deferred payments to creditors. 
Hence, a process of investment and credit expansion may not evolve until the 
property rights are settled. 

The enforcement of private contracts is the basis for mutual confidence in 
market relations. That was a new experience to agents (enterprise managers, but 
also private households) who received their education and socialization in state 
socialism. In particular, the fact that credits have to be paid back was a bitter 
experience. So, the introduction of new rules and institutions is accompanied by 
a learning process. That may justify a delay in implementing write-offs. 

On the other hand, we are able to and have to identify credit contracts 
originated in the past socialist system. If there is no economic logic in such 
contracts in a market environment, as was argued in Section 2, enforcement of 
these contracts does not make economic sense and, even worse, induces wrong 
perceptions of how the market economy works. Moreover, if the attitude is main- 
tained that these contracts have to be enforced, the process of restructuring state 


owned enterprises which should enhance conditions of economic development 
is blocked. 
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It should be recognized that the argument to further delay the implementation 
of write-offs rests on an old fallacy in economics. We must not take historic cost 
for economic cost. To clarify this crucial point, let us consider the principle of 
economic evaluation of investment opportunities and, accordingly, credit require- 
ments. Economic values of resources derive from (expected) future receipts. This 
explains the so-called value paradox that the impressive performance of the 
Soviet-type economies during the past century contrasts to the observation that 
after perestroika, economic values of resources have fallen near to nothing. The 
extinction of economic values is partly the consequence of political instability 
and disarray; partly it follows from a disorientation of economic expectations. 
However, new values may accrue to these resources in the process of economic 
development. In a market economy, new values emerge as soon as the market 
opens up the opportunity of alternative uses. 

Consequently, the question of restructuring state owned enterprises should 
not be mixed up with the burden of old debts. Whether to privatize, decompose, 
or close down a factory depends entirely on the firm’s future prospects and not 
at all on the volume of the inherited debt. It is true that a firm’s future prospects 
depend largely on management qualities, and economic evaluation is particu- 
larly difficult in transition economies where no market prices exist, no ex-ante 
rule of bankruptcy has been established, and institutional factors like expertise of 
management and bankers are poor. But this does not provide any justification to 
hold to the evaluation principles of the past system of state socialism. 

If the moral hazard problem in transition economies is confined to new credits, 
what remedy is required to tackle this problem? The usual answer is to confront 
state owned enterprises with hard budget constraints, but establishing hard budget 
constraints is not just a rationing of money. In an economic sense, the problem is 
how to set incentives to market agents concerning their risk-taking decisions. In 
particular, investment behaviour is behaviour towards risk. If decisions have to be 
taken under conditions of uncertainty, the guiding principle in a market economy 
is the coincidence of competence and liability. The one who decides should also 
bear the consequences of his or her decision. Nonetheless this principle needs 
qualification. Economic activity is not only governed by competition, but also 
by cooperation. For example, there are economic reasons to organize firms as 
hierarchies as we know since Coase’s theory of the firm. Hence, the contractual 
relations between the management and the employees are not fully specified. In 
particular, they are open as to future commitments. Consequently, it is not only 
the management or the owner of the firm who bears the risk of investment. The 
employees are sharing these risks. Similarly, the creditor shares in the investment 
risk, since payment of interest and principal depends on the investor’s success. 
Consequently, there are reasons to control investment. Control, however, makes 
decision-taking clumsy and may retard investment decisions. Moreover, it may 
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interfere adversely with the investor’s ‘animal spirits’ with the consequence that 
the innovative momentum of the economy is dampened. It seems better advice, 
therefore, to set economic rules which ex-ante clarify the extent of risk-sharing in 
the economy and leave the decision-taking competence with the investor. Those 
rules are at the centre of what is called the ‘economic order’. 

Against this background, the economic logic of foreclosure rules should be 
evident. Rules for bankruptcy explicitly restrict the investor’s risk but at the same 
time provide for sanctions to the entrepreneur. In case of a failure, risks are passed 
through to suppliers, creditors, and employees of a firm and via tax expenditure 
schemes to the public budgets. The logic of such rules is essentially to provide 
incentives for new investment. 

Thus state owned enterprises should bear responsibility for ‘new’ debts which 
have been accumulated through operating deficits since these rules were estab- 
lished in transition economies. Since then banks have the right incentives to eval- 
uate credit requirements by examining enterprise concepts and financial plans 
and to monitor outstanding credits since they are sharing investment risks. But 
also, enforcement of bankruptcy is necessary to set the right incentives for inves- 
tors, and this means that eventually also the creditors should have to bear invest- 
ment risks. 

It remains the problem of ‘too big to fail’. The sharing of risks in advance has to 
be distinguished from the socialization of losses after these losses have occurred. 
The difference appears to be important. The expectation that losses, whenever 
they occur, may be burdened on the shoulders of others is a stark disincentive 
to entrepreneurs. In state socialism, this has been the ‘soft budget constraint’. It 
also applies, as we well know, in the capitalist system, in particular in the case 
of a big firm threatened by bankruptcy. In such a case, basic rules of a market 
economy are violated if the government steps in to rescue the firm. If state owned 
enterprises have to be nurtured for strategic reasons, the Begg and Portes (1992) 
proposal seems to be the only justified remedy, therefore, namely to replace 
covered lending by visible fiscal subsidies. 


4 Problems of incidence 

Speaking about the ‘burden’ of cleaning up state owned enterprises, we should 
keep in mind that it is the burden of the collapse of state socialism which has to 
be distributed. Here again the stock-flow problem becomes visible. Old claims 
on the yields of the economic potential of state socialism have to be revised. 
As the economic activity was mainly directed towards the goals of the ruling 
political party, private claims were not the bulk of it. Moreover, real assets were 
almost exclusively in public ownership. Thus private claims were predominantly 
embodied in money assets (private households’ savings balances), subsidized 
private goods, and social security, in particular complete job security. 
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Taking the view that the stock-flow problem in transition economies is a conse- 
quence of old private claims which are not more justified in a market environ- 
ment, I propose to distinguish three basic options to distribute the ‘burden’. 

Correcting the purchasing power of private households’ savings balances is a 
clear-cut solution which adjusts consumption to the production possibilities of 
the emerging market economy. Moreover, cancellation of the money overhang 
should be an essential element of a stabilization policy, in particular if markets 
are being deregulated. However, as long as a social security system is lacking and 
job security is suspended for many households, their savings balances remain 
their only assets. Hence for the sake of social security - and also to stabilize effec- 
tive demand - a government should hesitate to implement measures according to 
this option of distributing the burden. 

The debate on ‘mass privatization’ has to be seen against this background. A 
strategy of replacing private households’ money balances by real assets which 
have been evaluated at market prices corrects private households’ claims and at 
the same time cuts the inflationary potential of the money overhang. The private 
households’ security requirements are poorly served, however, by making private 
households to capitalists. In particular, the present value of expected profits and 
hence the market price of real assets is low due to the high uncertainty in transi- 
tion economies. On the other hand, the amount of equity which may be raised by 
mass privatization may be too small to restructure state owned enterprises, and — 
the Czech experience — problems of management control arise in privatized firms 
calling for new institutional solutions. 

By contrast, the second option of distributing the burden appears to be favour- 
able. Instead of exerting a drag on current consumption and weakening social 
security, the burden may be transformed into public debt. It is then indeed a 
taxpayers’ burden but is distributed evenly over time. Apart from that, this reso- 
lution utilizes the risk-bearing capacity of the government. As Begg and Portes 
(1992) pointed out, a mere debt cancellation may not be feasible since it would 
render the banks insolvent. The requirement to recapitalize enterprises and banks 
reflects the need for equity in transition economies. Ina phase of high uncertainty 
and still narrow capital markets, this need may be met by the government. 

However, the government may itself have a credibility problem. As the Polish 
experience shows, private households’ trust in government bonds is weak in an 
inflationary economy. 

Option three is the market solution. Banks would have to increase interest rate 
spreads in order to finance the write-offs of bad assets out of their current returns. 
This approach avoids the economic problems of a high public debt. Whether it 
can resolve the bad-asset problem is doubtful, however. First, the scope of the 
bad-asset problem is probably too large to transform it successfully into a burden 
on current income flows. Second, banks in transition economies do not have the 
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standing of US banks which applied this strategy during the 1980s as a remedy 
of the LDC debt crisis. Finally, the economic impact is adverse to the objective of 
economic development. Profitable private investment will have to be postponed 
due to the increased interest rates and the emergence of a private sector may be 
hindered. 

Against the background of these options, different policy strategies are conceiv- 
able to distribute the bad assets’ burden. They differ with respect to their social, 
economic and fiscal implications. 


4.1 Currency reform 
A currency reform re-evaluates money assets and liabilities at a higher conver- 
sion rate than income flows. Consequently, enterprises’ and banks’ balance sheets 
are cleared and favourable conditions for new investment and economic develop- 
ment are created. As well, the ‘money overhang’ is cut, providing for price level 
stability in the process of price liberalization. Yet it has to be conceived credibly as 
a once-off step since otherwise private households would hesitate to accumulate 
money balances in the new system. 

The main problem with a currency reform is that it deprives private households 
of their old money balances with the consequence of reduced consumption possi- 
bilities and, for many households, probably severe cuts in their social security. 


4.2. Central bank as a lender of last resort 

A scheme which is equivalent to a currency reform but avoids the negative 
impact on private households is the following (Weisfeld, 1996). The bad assets 
in the banks’ portfolios are cancelled and at the same time the banks’ commit- 
ments to the central bank are reduced by equivalent amounts. The central bank 
replaces the forgiven assets by compensating loans to the government. Hence the 
enterprises’ balance sheets are cleared, but private households’ money balances 
remain unchanged. By contrast to a currency reform, the government is now 
obliged to pay interest on the central bank’s compensating assets. As to price level 
stability, the central bank has to apply additional measures to control the ‘money 
overhang’. 


4.3 Inflation 

Inflation may be considered as a government’s strategy to diminish the real value 
of money assets and liabilities (‘inflation tax’). By contrast to a currency reform, 
this strategy results in a gradual devaluation of old debts and at the same time 
gradually expropriates holders of money assets. However, it cannot resolve the 
bad-asset problem since inflation devaluates stocks and flows at equivalent rates. 
Thus an imbalance in money stocks is reproduced (Weisfeld, 1996). Moreover, 
inflation severely distorts economic activity in the long-run. In particular, it has 
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a detrimental impact on investment since long-term credit contracts are being 
loaded with high risk. 


4.4 Government schemes of debt release 

This (most favoured) approach clears the banks’ portfolios by replacing their 
bad assets with bonds. (Begg and Portes, 1992; Phelps et al., 1993), hence the 
money stock imbalance is resolved and the banks may play their role in defining 
hard budget constraints for firms and providing the starting conditions for 
economic development. It is to the government to either have the firms restruc- 
tured under its governance or privatize them in combination with a customized 
debt release. 

According to strategy (2), the fiscal impact of debt release —- and in addition 
eventually of restructuring — is a rise of the tax burden since the government has 
to pay interest on bonds. Yet the required tax increase distributes the burden over 
time and, consequently, is more bearable to private households than the ‘cost’ of 
a once-off currency reform. The burden must not be monetized, however, which 
would mean to transform this strategy into an inflationary approach. Again, price 
level stability requires additional measures of monetary policy. 


4.5 Government schemes of bank recapitalization 

Like the previous approach, this strategy leaves private households’ money 
balances unchanged (although it may have an impact on their interest earnings) 
and does not resolve the problem of combating inflation. The central idea is that 
restructuring firms should be the banks’ business (van Wijnbergen, 1993). The 
government confines itself to the recapitalization of banks, that is, to the provision 
of additional equity to back write-offs and/or debt-equity swaps. Consequently, 
the fiscal impact may be smaller than with (4), and the process of restructuring 
and privatizing firms may be enhanced. This outcome requires either that the 
banks manage the restructuring business more efficiently than government agen- 
cies or that they use increased interest rate spreads as a source of finance. As to the 


Table 16.1 Policy strategies to resolve the bad-asset problem and their economic, fiscal, and social 
impact 


Investment Price level Future tax Consumption, 

activity stability burden social security 
(1) Currency reform + + 0 a 
(2) Central bank scheme + (-) 7 # 
(3) Inflation - - (+) (-) 


Gvt. schemes: 
(4) Debt release + (-) - + 
(5) Recapitalizing banks (+) 0 (-) + 
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instrument of debt-equity swaps, it should be underlined that the banks assume 
higher risks. This may work as an incentive to prolong creditor passivity since 
the bankruptcy of an enterprise may push the bank which owns its shares into 
insolvency (Phelps et al., 1993). 

As was already mentioned, a scheme of recapitalizing banks may as well be 
necessary if the government assumes the enterprise debts. 


5 Evidence on the bad-asset problem 

The schemes presented in Table 16.1 may be used as a yardstick to evaluate strate- 
gies of resolving the bad-asset problem. A variety of strategies have been attempted 
in CEE countries, reflecting differing starting conditions but also different policy 
designs. We observe 


- depreciation of overvalued inventories in state owned enterprises, financed by 
government bonds, 

— schemes for a customized debt release for state owned enterprises, 

-— secondary market sales of loan assets and debt-for-equity swaps, 

- bank arrangements (simplified conciliatory procedures), 

- liquidation procedures, 

- capital injections to recapitalize state-owned banks according to the Bank 
for International Settlement (BIS) standards, on the condition that non-per- 
forming loans are classified, 

- but also, liquidity assistance (fresh money) and inflation. 


As to Germany, the burden of transition was mainly transformed into public 
debt. It is true that a currency reform was implemented, converting stocks and 
flows at different rates, but East German private households were being treated 
very generously as far as their money balances are concerned. As a consequence, 
the inevitable reappraisal of loans and the recapitalization of East German banks 
have accumulated an amount of more than 300 billion DM public debt. 

The Federal Government established several funds to provide the required 
money and to keep the federal and (West German) states budgets clear of the 
fiscal impact. The recapitalization of East German banks was laid in the compe- 
tence of the ‘Credit Management Fun’ (Kreditabwicklungsfonds) to which the 
overall GDR public debt (including foreign assets) was transmitted. This fund 
provided interest bearing assets to East German banks to compensate for old 
credits classified as bad and to improve their capital structure to a minimum risk 
asset ratio of 4 per cent. By the end of 1994, the fund’s outstanding total debt 
was 98.5 billion DM. The bigger share of the debt, however, was cumulated by 
the Treuhandanstalt which closed its books by the end of 1994 with a debt of 205 
billion DM. This agency’s task was the restructuring, privatization, or liquidation 
of state owned enterprises. In addition, the Treuhandanstalt had to recapitalize 
enterprises, that is, endow them with the industry’s typical capital structure, 
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and had to take over old debts in the process of privatization. Not included in 
this balance are the financial risks of guarantees which the Treuhandanstalt had 
underwritten and of the ecological burden it took on its account. 

By the end of 1994, the total accumulated public debt was transferred to a newly 
established ‘Fund for tilting the inherited burden’ (Erblastentilgungsfonds). The 
fiscal cost of this burden - an annuity of 7.5 per cent per annum - had to be 
financed partly out of the federal budget, partly out of the annual Bundesbank 
surplus. According to this schedule, the burden of the debt was to be tilted within 
one generation. 

With regard to the formidable costs of restructuring the East German 
economy, some qualifications are necessary. First, the fiscal cost of the German 
‘Erblastentilgungsfonds’ may be overstated. As far as the fund’s creditors are state 
owned agents, there is no fiscal cost as was shown in Section 2. The Minister of 
Finance refused publication of the fund’s creditor structure, but a potential of consol- 
idation certainly existed. For example, the East German ‘Deutsche Kreditbank’ was 
privatized which had accumulated a basic capital of 5 billion DM. 

Secondly, it is worthwhile to remind us of Schrettl’s interpretation who in 1992 
defined the Unification Treaty as an insurance contract, with East Germany being 
the insured and West Germany the insurer. In this view, the popular proposi- 
tion that market clearing wages in East Germany would have reduced the ‘cost of 
unification’ is revealed as being a violation of this contract. Similarly, the counter 
argument that the Treuhand agency had conducted a strategy of selling out East 
Germany’s property proves to be opportunistic. 

As to the role of the banks, Carlin and Richthofen (1995) pointed out that the 
German currency union from the very beginning provided favourable condi- 
tions of economic development. This is due to the fact that West German banks 
could acquire a branch network in East Germany and ongoing banking rela- 
tionships with corporate customers without being obliged to take the stock of 
old loans. Neither the task of restructuring nor of recapitalizing state owned 
enterprises was a burden for the emerging banking sector. In addition, a well- 
organized development bank (Kreditanstalt fiir Wiederaufbau) was available 
to allocate subsidized long-term finance to newly established firms (Robins, 
2000 provides a comprehensive study of the East German banking sector after 
unification). 

In the transition economies of Central and Eastern Europe (CEE), it took more 
than a decade to provide for similarly favourable conditions of economic develop- 
ment (for an overview, see Poloucek, 2004). In particular, privatization of state- 
owned banks and the acceptance of foreign ownership and control in the banking 
sector was an important requirement for improvement of the financial perform- 
ance. In 2005, Bonin et al. found ‘empirical support for the appropriateness of the 
strategy of privatizing large state-owned banks by selling them to strategic foreign 
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investors after recapitalization and cleaning the balance sheets’ (p. 2172; see also 
Pawlowska, 2014). By the same token, the European Bank for Reconstruction and 
Development (EBRD) 2005 survey gives evidence to the slow improvement of the 
institutional environment in the advanced transition economies in CEE and its 
influence on banking performance and economic growth. Using security rights 
of lenders, bankruptcy law and the effectiveness of regulatory policy as indica- 
tors, the EBRD interviewed 220 bankers in 20 transition countries and observed 
a slow process of fencing moral hazard problems. Again, transition countries in 
CEE proved to be more advanced, but even so they needed more than a decade to 
achieve Eurozone standards: the share of non-performing loans in banks’ port- 
folios has decreased from 1996 to 2005 and only in 2005 reached the Eurozone 
average (EBRD, 2006, p.60). 

Eventually, the need to resolve the bad-asset problem has been recognized 
everywhere. Strategies differ, in part due to differing starting conditions, but also 
due to policy design. There is a common conclusion, however, with two respects. 
First, policy measures to resolve the bad-asset problem have been centred on the 
banks. This underlines the importance of a well-organized and efficiently working 
banking sector for economic development. Secondly, catching-up development is 
a risky and costly endeavour. This was particularly the German experience, but 
nonetheless reveals a general economic truth: overcoming the backwardness in 
living standards requires for transition economies to perform productivity growth 
at a higher rate than the established market economies. Productivity growth is a 
time-consuming process, however, which implies that there are economic and 
institutional limits to its acceleration. Whereas the institutional factors have been 
early identified (Tanzi, 1992), the economic aspects of a catching-up process are 
usually constrained to economic efficiency. 

Yet, apart from the important question of whether banks or the government 
should be in charge of restructuring state owned enterprises, a crucial economic 
problem is that restructuring and renovation has to be conducted at current prices 
and factor cost reflecting the high productivity standards of the West. Empirical 
estimates for East Germany on the real cost of long-term investment in the phys- 
ical infrastructure reveal large cost disadvantages. This underlines that the old 
claims - embodied for example in money assets - cannot easily be satisfied in 
the new economic order out of current income and supports the case for public 
indebtedness drawing on future productivity growth. 


6 Lessons of the financial crisis 

The financial crisis has set off a bad-asset problem in Europe which also has 
systemic features and requires coordinated political action. At the core of the 
problem were the banks’ portfolios in crisis-ridden countries that led the govern- 
ments to bail-out the banks with the consequence of an excessive increase in 
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public debt. Thus, an excessive inter-bank lending that had triggered off the crisis 
after 2007 was transformed into an excessive inter-government lending. That has 
created two interrelated problems. First, debtor-countries are required to exert 
fiscal discipline and so to reduce their debt-overhang. Since this is not compen- 
sated by expansionary strategies elsewhere, the impulse of austerity policies leads 
Europe into a deflationary process, thereby increasing the debt burden. For that 
reason, the isolationist strategy of fiscal discipline is not perceived in financial 
markets as a credible device to reduce the debt-overhang (Tomann, 2014). So, 
the burden of combating the crisis has been left with the European Central Bank 
(ECB). But the central bank is restrained in its attempt to resolve the crisis by the 
legacy of bad assets. This reveals the second problem. By enacting a strategy of 
unconventional monetary policy (UMP) to counterbalance deflationary tenden- 
cies in the Eurozone, the central bank, being a European institution, acts on behalf 
of national governments: in 2012, the ECB announced a programme of ‘Outright 
Monetary Transactions’ (OMT) and promised to buy short-term government 
bonds in unlimited amount if that should be necessary to preserve the euro. 
Eventually, a programme of ‘Quantitative Easing’ (QE) was enacted in 2015 which 
consists of continuous purchases of bonds, in particular government bonds. But 
unlike in the USA, where QE had been practised earlier, the ECB’s programme 
raised specific problems. As Balcerowicz (2014) comments, ‘this policy, especially 
buying up the bonds of distressed governments, is akin to regional policies’ (p. 9). 
Such policies cannot be justified by the mandate of the ECB. So, the ECB’s cred- 
ibility is at stake’. 

The comparison with the USA opens up an opportunity for the solution to 
this problem. In the USA, an unconventional monetary policy of QE does not 
interfere with fiscal policy decisions since a medium of liquidity, US bonds, is 
available to maintain the liquidity status of commercial banks. That enables the 
Federal Reserve to conduct large-scale QE operations without exerting an impact 
on the fiscal debt management. By contrast, the ECB in order to achieve similar 
effects of QE has to rely on bonds of fiscally distressed national governments, 
thus unavoidably intertwining monetary policy and fiscal policy issues. The sepa- 
ration of these issues and the re-establishment of monetary policy effectiveness 
require that a medium of liquidity is created which is characterized by a low risk 
premium — comparable to US bonds. This is the case for Eurobonds. 

However, the introduction of Eurobonds requires of the Eurozone governments 
to take on joint liability for their respective debts. Accordingly, debt management 
and the issuance of new bonds should be in joint competence, being a genuine 
field of a common fiscal policy. Several options of shared responsibility for public 
debts have been discussed. In order to establish sustainability of national public 
debts, either prospective new debt or at least part of the existing debt should be 
transformed into shared liability. The European Council has declared 60 per cent 
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of GDP as being the reference value for sustainability (European Union, 2010). So, 
the options are: 


shared liability for new debts 

shared liability for debts up to 60 per cent of GDP 

shared liability for the legacy of old debts 

shared liability for old debts so far they exceed 60 per cent of GDP. 


wn 


These options imply different incentives, and their impact on the credibility of 
the Treaty’s no-bail-out rule (European Union, 2010, § 125) differs, but they have 
the lesson in common that it will be necessary for the euro zone governments to 
take on ‘shared responsibility’ for the fiscal distress in order to overcome the debt 
crisis. 


Notes 

1. This chapter draws on a research project on ‘Conditions of Economic Development 
in Central and Eastern Europe’ conducted at Freie Universitat Berlin, 1992-1996, and 
sponsored by Volkswagen Foundation. See Tomann, 1997. 

2. The Comecon was the Eastern Bloc’s reply to the formation of the Organization for 
European Economic Co-Operation in Western Europe. 

3. The ECB’s Governing Council is aware of this problem. The Council decided that 80 per 
cent of the announced bond purchases shall be on behalf of the national central banks, 
20 per cent on behalf of the ECB. So, the regional impact of QE and, accordingly, the 
entanglement of its monetary policy with national fiscal policies will be limited. It is clear, 
however, that the limited liability also dampens the programme’s credibility. 
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Entrepreneurship 
Sukanya Ayatakshi 


Abstract 

The chapter begins by discussing the developments in entrepreneurship as an 
academic subject from the economist perspective to the organizational theorist 
one. It then meanders along many strands within the entrepreneurship literature 
including women entrepreneurs in transition and emerging economies, thoughts 
on small business entrepreneurship, and social enterprises and links all the 
thoughts back to the context of entrepreneurship within transition economies. So 
this chapter does not limit itself to entrepreneurship within transition economies, 
but places it within the wider global context with numerous examples and refer- 
ences to the extant literature. 


1. Introduction 

Often a word can convey a number of meanings and perhaps the term ‘entrepre- 
neur’ [ahn-truh-pruh-nur, -noor; French ahn-truh-pruh-neer] is one such word. 
If you look at the dictionary meaning of this much used term it could mean, 
‘someone who starts a company, arranges business deals and takes risks in order 
to make a profit (noun)’. 

When we look at the latter half, that is, ‘takes risks ...”, it shows that the individual 
is more important in the discussion of entrepreneurship than the actual ‘enter- 
prise’. However, if we look at the pioneering discussions on this subject matter 
it is evident that only economists were involved in discussing entrepreneurship 
from the perspective of the role and function that it plays in an economy (Casson, 
1982; Barreto, 1989). The interest was in understanding how entrepreneurship 
influences growth and revitalizes economies. There was almost no interest in 
understanding the people behind those enterprises: the ‘Entrepreneurs’ - who 
they were, how they are shaped, and what factors in their personalities explain 
their success. 

By the second half of the twentieth century researchers other than economists 
- behavioural economists, sociologists, psychologists, anthropologists - started 
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to be interested in the subject and that led to an amalgamation of thoughts 
and research from a number of varied and rich perspectives (Landstrom, 2005; 
Landstrom and Lowegren, 2009). 

Types of entrepreneurship other than the purely economic ones — social entre- 
preneurship (Nicholls, 2006a; Borzaga and Defourney, 2001), gender perspectives 
in entrepreneurship (2002; Carter and Bennett, 2006), ethnic entrepreneurship 
Ram and Jones (2008) — have developed only in the last 20 odd years. 

This is a rapidly evolving field of study, one that has a long history and is 
changing with the changing nature of our society. That begs the question - do 
people become more or less entrepreneurial with the changing circumstances? If 
we are purely focussing on the task of setting up ofa business as an entrepreneurial 
exercise, then yes, some of the factors that encourage business start-up can also be 
circumstantial, for example, someone who may have lost his or her job or retired 
and therefore wants to start a business. But is this what we think of when we say 
the words ‘enterprise’, ‘enterprising’, ‘entrepreneur’, ‘entrepreneurship’? 

Personally, I am intrigued by the word ‘enterprising’. The dictionary meaning 
of this word is ‘that which requires boldness or energy’. So an individual who 
is bold and has boundless energy to undertake some ‘task’ or ‘endeavour’ can 
be called ‘enterprising’. But this word can also have negative connotations espe- 
cially if one considers the cultural bias. This sounds rather convoluted, so let me 
clarify. 

In economics and finance, arbitrage is a concept that is based on exploiting 
the price difference in trade in different markets. It is a trade that profits by 
exploiting price differences of identical or similar financial instruments, on 
different markets or in different forms. Arbitrage exists as a result of market 
inefficiencies; it provides a mechanism to ensure prices do not deviate substan- 
tially from fair value for long periods of time. Kirzner (1973) highlighted how 
entrepreneurs exploit the market imbalances (arbitrage) and exploit that to 
start business opportunities. Entrepreneurs or enterprising individuals can be 
expected to take advantage of the opportunities in market — for example, IKEA 
founder Ingvar Kamprad started his business by buying furniture in bulk in 
Stockholm and selling it at a higher price to smaller towns - and exploit that to 
their advantage. 

Baumol (1990) talks about typology in entrepreneurships, namely, productive, 
unproductive, and destructive. So when can ‘enterprising’ be the latter two, to the 
detriment of the wider society? Storey and Greene (2010) use the example of the 
case of Somalian Pirates to illustrate this point. The activities that have a wider 
negative impact for others but are profitable - albeit unethical and presumably, 
illegal - to some is destructive entrepreneurship. Baumol (1990) also discusses 
unproductive entrepreneurship, the type of enterprising activity that typically 
benefits an individual but not necessarily society. He uses the examples of the case 
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of lawyers in the USA and Japan. Being a less litigious society, lawyers in Japan are 
fewer and there are also fewer opportunities for ‘rent-seeking’ by lawyers in Japan. 
This reminds me of the natural biological world where symbiosis (= productive 
entrepreneurship), commensalism (= unproductive entrepreneurship) and para- 
sitism (= destructive) are the three types of interactive existence for organisms. 
So, can we then assume that not all enterprising activities (~ Verb) or individuals 
(~Noun) are desirable or necessary? 

Given that this book focusses on the transition economies, it is only apt that 
this chapter should look at the concept of entrepreneurship from that perspective. 
Therefore each section within this chapter relates the topic under discussion to 
transition economies. 

Some of the sections such as the following one on ‘entrepreneurship as an 
academic subject’ digress from the title of the book because I believe that some of 
the aspects within this topic are global in their perspectives and would give the 
reader a better insight into this phenomenon of entrepreneurship. 


2 Entrepreneurship as an academic subject 

Whenever I tell someone I teach entrepreneurship I am asked ‘how does one teach 
that?’ And my fumbled reply is often along the lines of ‘academic subjects such as 
this are the channel for individuals to express and develop their business ideas’. I 
don’t like that answer, and I don’t think my readers will see any merit in it either. 
But what do I tell them? Why does entrepreneurship exist as an academic subject? 
Is it because we, as researchers, are curious about how and why this phenom- 
enon occurs? How it has come to be evolved into what we understand today? Is 
it because there is a focus, worldwide, on the growth of businesses and its link to 
economic recovery in the post-recession era? 

Or is it simply because we, as researchers and academics, encounter these seem- 
ingly ‘strange’ beings called ‘entrepreneurs’ and their ‘entrepreneurial’ activities, 
stories, and successes and failures and we are intrigued? We believe that more of 
such would benefit the society, would bring in economic boom, and create oppor- 
tunities hitherto unknown. So do we look upon entrepreneurs to inject excite- 
ment and ‘newness’ in the world? Think of Apple Inc. and one thinks of Steve 
Jobs, think of Virgin Group and one cannot fail to mention Sir Richard Branson. 
Those individuals are the ones whose stories we are after. And those stories 
weave together a pattern — or we researchers believe they do — with elements 
of economics, psychology, sociology, and anthropology that goes some way in 
explaining the act of entrepreneurship. That links in to the ideas of competitive- 
ness in the market, generating employment, and eventually revitalizing socie- 
ties and economies. Therefore entrepreneurship exists as an academic subject to 
enhance our understanding of this. And this is what I should tell people who ask, 
if they still want to know my answer. 
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3 Theeconomic starting point 

As an academic subject, entrepreneurship has existed for about 300 years with 
the first 250 years being the mainstay of the economist perspective on it. The 
four classical approaches to entrepreneurship in those days came from Richard 
Cantillon (1680-1734), Jean Baptiste Say (1767-1832), Carl Menger (1840-1921) 
and Joseph Schumpeter (1883-1950). 

In his book Essai sur la nature du commerce en general, published in 1755, 
Cantillon acknowledges the role of the entrepreneur in economic development. It 
is often said that Cantillon coined the term ‘entrepreneur’ and is responsible for 
giving it the economic perspective. The word comes from the French verb entre- 
prendre, which literally means to ‘go in between’. So essentially, an entrepreneur, 
according to Cantillon, is a middle man, one who takes a risk and works towards 
accomplishing a task or undertaking. Cantillon, like most economists, was mainly 
interested in the entrepreneurial function especially that of risk taking and not so 
much in the entrepreneur as a person. 

With the advent of industrial revolution came many innovations and inven- 
tions, making the nineteenth century a fertile ground for entrepreneurship 
(Bjerke, 2013). This period saw developments in the thoughts around entrepre- 
neurship with distinctions being made between the capitalist (say, a financial 
investor) and the entrepreneur. Jean Baptiste Say claimed that entrepreneurs are 
different to capitalists in that they bring production factors together, that is, build 
production units which gives them the rewards of entrepreneur’s profits. 

In his book Principles of Economics (1871) Carl Menger established what is 
sometimes called ‘the subjectivistic perspective in economics’. According to 
Menger, economic changes depend on individuals’ awareness and understanding 
of the circumstances, not merely the circumstances themselves. The entrepre- 
neur, therefore, becomes an agent of change to imagine and bring about the 
transformation of resources (not having any direct need fulfilment role) to value- 
added goods and services that fulfil needs directly - the classic production theory. 
Unlike Say, who didn’t distinguish between a business leader and an entrepre- 
neur, Menger believed that the role and function of an entrepreneur is different to 
that of a business leader. 

A Schumpeterian point of view would see an entrepreneur as an innovator. 
Joseph Schumpeter, born in Austria, viewed the entrepreneur as the individual 
who introduces new products, processes or organizational units (see, for instance, 
Schumpeter, 1934). He claimed that the main mechanism in economic develop- 
ment stems from destroying current market mechanisms to build new ones- 
the idea of creative destruction. Interestingly, Schumpeter also talks about how 
entrepreneurs evolve into business leaders or managers of small or big firms 
once they have introduced an innovation. The idea of introducing innovation is 
at the heart of the Schumpeterian thoughts on entrepreneurship. In the current 


Entrepreneurship 335 


economic climate, we notice an increased focus on businesses as a way of bringing 
in economic recovery — and that resonates very well with the Schumpeterian logic 
that entrepreneurs kick-start the economic process for a period and are therefore 
very important in economic cycles. 

The above four classical approaches to thinking of the entrepreneurs — in terms 
of risk takers, builders of production units, imaginative individuals, and innova- 
tors - are still very much prevalent, but there were other economists who had 
similar ideas about the economic function and role of the entrepreneur. Table 17.1 
presents the economic approaches to the role of the entrepreneur and gives a brief 
overview of the thoughts during that period. 

Although I have focussed on the economic approach above to highlight how 
this field of study developed, there are also other viewpoints— from the psycho- 
logical/Trait perspective. 

Since around 1960, there has been much interest around the subject of entre- 
preneurship amongst scholars. Some of the important contributions were made by 
McClelland who, in his book The Achieving Society, published in 1961, points out 
the importance of entrepreneurship for economic growth in societies such as the 
United States. McClelland was pioneering in leading the discussion on personal 
motivation in the context of entrepreneurship, thereby explaining the entrepre- 
neurial drive to succeed and achieve. This need to achieve began to be identified as 
the key to the mystery of the entrepreneurial phenomenon. Carland (1984) looked 
at the psychological differences between entrepreneurs and non-entrepreneurs. 
Hornaday and Bunker (1970, p. 51) pointed to the many different entrepreneurial 
traits such as “desire to be your boss’, ‘need to accomplish’, and so on. 

But after the 1980s, this literature pales in significance because of the criti- 
cisms that (1) focussing on the individual personality trait of the need to succeed 
ignores how other traits influence one another and also how environmental 
factors influence behaviour; and (2) the research done on this did not make it 
possible to identify, empirically, the entrepreneur’s personality in the crowd. 


Table 17.1 Entrepreneurs and roles 


Writer Key Role of Entrepreneur Additional Insights 

Say Organizer of factors of production Catalyst for economic change 

Cantillon Organizer of factors of production Catalyst of economic change 

Kirzner Ability to spot opportunity Entrepreneur's key ability is ‘creative’ alertness 
Schumpeter Innovator Entrepreneur as ‘hero’ figure 

Knight Risk taker Profit is reward for risk-taking 

Casson Organizer of resources Key influence of the environment 

Shackle Creativity Uncertainty creates opportunities for profit 


Source: Deakins and Freele, 2009, p. 3. 
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Gartner (1988), a sociologist, said that the most important question is not who the 
entrepreneur is, but how the organizations are created. Therefore his perspective 
on understanding entrepreneurship focusses on the creation and establishment 
of organizations. But this psychological viewpoint has been over the years supple- 
mented by sociological research and has resulted in the shift in focus and increase 
in understanding from a perspective concerned with man as an entrepreneurial 
entity both individually and in groups (Aldrich, 1999). 

This discussion on the advent of entrepreneurship as an academic subject 
shows us the multidisciplinary nature of this subject which, makes it interesting 
to not only social scientists, but also to financial theorists, historians, and so on. 

Defining entrepreneurship is difficult at best, and when it comes to transition 
economies, it gets that much more complicated by the focus on innovation, the 
uncertainty aspect of decision making, and the resource allocation perspective of 
the entrepreneur (Ricketts, 2002). Based on the above discussion some selected 
definitions are presented in Table 17.2. 


Table 17.2 Scholarly definitions of entrepreneurship 


Author Definition 

Drucker (1985) Entrepreneurship is an act of innovation that involves endowing existing 
resources with new wealth-producing capacity. 

Stevenson et al. Entrepreneurship is the pursuit of an opportunity without concern for current 

(1989) resources or capabilities. 

Rumelt (1987) Entrepreneurship is the creation of new business, new business meaning that 
they do not exactly duplicate existing businesses, but have some element of 
novelty. 

Low and Entrepreneurship is the creation of new enterprise. 

MacMillan (1988) 

Gartner (1988) Entrepreneurship is the creation of organizations, the process by which new 


organizations come into existence 

Timmons (1994) Entrepreneurship is a way of thinking, reasoning, and acting that is opportunity 
obsessed, holistic in approach, and leadership balanced. 

Venkataraman Entrepreneurship research seeks to understand how opportunities can bring 

(1997) into existence future goods and services and are discovered, created and 
exploited by whom, and with what consequences. 

Morris( 1998) Entrepreneurship is the process through which individuals and teams create 
value by bringing together unique packages of resource inputs to exploit 
opportunities in the environment. It can occur in any organizational context 
and results in a variety of possible outcomes including new ventures, products, 
services, processes, markets and technologies 

Sharma and Entrepreneurship encompasses acts of organizational creation, renewal, or 

Chrisman (1999) innovation that occur within or outside an existing organization. 


Source: Meyer et al. (2002). 
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4 Women entrepreneurs 

If you pick up any text on entrepreneurship, you will find a section or a chapter 
dedicated to women in entrepreneurship. I find it rather curious why gender 
issues are treated in a differential manner within entrepreneurial literature. 
Surely the qualities and traits of entrepreneurs would demonstrate marked 
similarities irrespective of gender? Having read extensively and observed what I 
believed to be a social construction - the female and male enterprising- I then 
began to understand why scholars and researchers are intrigued by the phenom- 
enon of women in entrepreneurship, and that has less to do with what much 
of the management literature refers to as the ‘feminine’ style of management 
and more to do with the social and cultural contexts and circumstances. Let me 
elaborate. 

In countries such as India there are vast regions where women do not have 
access to education or vocational training- be it cultural reasons or financial. 
Therefore, over the years the government has developed schemes to encourage 
increased participation of this much marginalized ‘minority’ through microfi- 
nance, entrepreneurial loans, and so on. It is not uncommon to find small cottage 
industries! thriving in rural areas and purely led by women. This is not just a 
coincidence, but a result of necessity. 

One of the reasons why there is an implicit link between men and entrepre- 
neurship is because of the connotations that leading a business is a ‘masculine’ 
task (Sundin and Holmquist, 2002). The word ‘entrepreneur’ itself is a mascu- 
line word. The feminine one ‘entrepreneuse’ (French) is hardly ever used (Javefors 
Grauers, 2002). Also perhaps the sectoral context is of some relevance. Sundin 
(1988) says that the symbolic representation of an entrepreneur is a man who is 
perhaps involved in the manufacturing sector business, but interestingly when 
gender issues are discussed, the focus is on women (Javefors Grauers, 2002). 
So whilst it is relatively common to notice men in say, the construction sector, 
studies show that women-led businesses are more in sectors such as services, such 
as child care (Holmquist and Sundin, 2002, p. 18). In line with this data there 
are some fascinating insights into women in social entrepreneurship, and I will 
discuss that in more details in subsequent sections. 

Let us now look at the developments in research on gender issues or to call it 
simply, women in entrepreneurship. Research about this phenomenon did not 
start until the 1970s with some breakthrough studies done by Schrier (1973) 
and Schwartz (1976). Even with increasing numbers of women as entrepreneurs 
around the world, there are few studies that actually consider entrepreneur- 
ship among women as compared to entrepreneurship among men (Spilling 
and Berg, 2000). I mentioned above whether the idea of creating this gender 
divide in entrepreneurship is a social construction. If we apply a feministic 
perspective, such a social construction, if existent, can lead to questions about 
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the male led entrepreneurial businesses vis-a-vis the marginalization of women 
entrepreneurship (Petersson, 2004; Bjerke, 2013). So if we accept that gender 
is a social construction, this can render obsolete any discernible differences 
between women and men in entrepreneurship, but in the wider social context, 
the perceptions of what is masculine and feminine is not a simple aspect to alter. 
Some scholars such as Ahl (2006) claim that most of the studies on this gender 
divide overstate the differences between men and women and at the same time 
they ignore several similarities. The idea of the ‘invisibility’ of women entre- 
preneurs is one that has interested many feminist researchers (Sundin and 
Holmquist, 2002). 

If we look at the facts and figures on women and entrepreneurial practices, it 
becomes even more evident why gender issues are of any interest in this context. 
The Global Entrepreneurship Monitor (GEM, 2007) claims that the number of 
enterprises run by women is half of that led by men. Interestingly, the GEM 
2010 survey shows that when it comes to gender, women are less likely to be 
involved in entrepreneurship, although this study also contends that cultural 
conditions and opportunities across countries have considerable influence on 
the variation in the proportion of women entrepreneurs. In Ghana, a study in 
2010 discovered that there were more women than men entrepreneurs while in 
Korea there are five times more men than women entrepreneurs (Kelley et al., 
2011). In Western European countries such as Belgium women are primarily 
entrepreneurs and in Switzerland there are four women entrepreneurs for every 
five men entrepreneurs. Studies such as Bridge et al. (2009) claim that one of 
the key reasons why there are fewer women as entrepreneurs compared to men 
is that women perhaps feel that they are discriminated against, say, in looking 
for finance (Fielden and Davidson, 2010) and are often not taken seriously 
when they want to start a business (Hisrich and Brush, 1986). Chell (2001) and 
Mitchell and Weller, (2001) also say that women led start-ups tend to experi- 
ence more obstacles than their male counterparts. The obstacles women may 
face include barriers of poor access to finance, home versus work balance, lack 
of business experience, relevant skills, and also, rather discriminatorily, exclu- 
sion from men’s business networks in many instances (Fielden and Davidson, 
2010). In some countries, religion is at a key barrier, whilst in others it is the 
inherent patriarchal nature of the society, for instance Pakistan and United 
Arab Emirates (Fielden and Davidson, 2010, p. 6). The traditional gender roles 
in such societies lead to restricted access to the labour markets, discrimination 
and stereotypes. 

There may be a number of intrinsic motivators that influence people to set up 
businesses. These may be demographic factors such as age, gender, education, 
desire to be independent, social focus, and so on. People create a business for 
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a variety of reasons, which may be of an extrinsic, intrinsic or transcendental 
nature. According to a number of studies (Cromie, 1987; Gatewood et al.,1995; 
Goffee and Scase, 1985; Ram, 1999; Hisrich and Brush, 1986; Stanger, 1990), 
motivation of an intrinsic and transcendental nature predominates among 
women, whereas men are driven to business creation primarily for extrinsic 
reasons. 

Previous research has shown that internal aspects also are very strong motiva- 
tors but perhaps more so in women than in men. The factors described include the 
desire for independence (Carter and Cannon, 1992; Gatewood et al., 1995; Hisrich 
and Brush, 1986; Humphreys and McClung, 1981; Stanger, 1990), the desire for 
self-realization (Kalleberg and Leicht, 1991; Mescon and Stevens, 1982), persever- 
ance (Deng et al., 1994) and the chance to influence their own destinies (Akehurst 
et al., 2012). Some studies also say that there are factual circumstances which 
make women more suited to being social entrepreneurs. Holmquist and Sundin 
(2002) contend that women (l)have higher social motive and a lower growth 
ambition than men (p. 12), (2)women choose part time as a working option more 
than men (p. 18), and (3)women as business entrepreneurs look more closely at 
the local market then men (p. 16). 

Whilst I have no difficulty in accepting the latter two conclusions, the first one 
that women are more socially conscious then men is perhaps subject to interpre- 
tation. Although in the Russian context a study by Shuvalova (2010) contends 
that women entrepreneurs see business as a system of human relationships rather 
than an organizational structure or an instrument of earning money, which 
could explain, to some extent, the increase in the number of women-led social 
enterprises. But I believe that social conscientiousness is not gender dependent. It 
is individual dependent. 

When looking at women, one needs to take into account different factors influ- 
encing women’s experiences such as ethnicity, culture, age, class, and educational 
background (Tillmar, 2007). Whilst recognizing that women are not a homoge- 
nous group, research focussing on women in say, small business ownership, tends 
to classify them according to the similar traits or characteristics of their busi- 
nesses. The individual, the social, and the community aspect in understanding 
success of women in businesses is of paramount importance (Hitt et al., 2007). 
Also ‘success’ is a very variable term. Is it only the bottom line? the profitability of 
the enterprise? or is it more subject to interpretation? I dare say it is the latter as 
we shall see from the following country examples. 


5 Women in entrepreneurship in Emerging Markets: 
An emerging economy is an emerging, or developing, market economy (EME) 
and is defined as an economy with low-to-middle per capita income. 
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Let’s start with an example from Brazil. In the past few decades Brazil has seen 
a significant social shift in that women’s participation in the labour market has 
increased significantly (Madalozzo and Martins, 2007). Brazilian society can still 
be classed as a patriarchal one because of the gap in wage and earnings between 
men and women and the historical sexist viewpoint that genders are stratified 
and women occupy a secondary place in the society (Metcalf, 1986; Baldez, 2003). 
Given the presence of a varied ethnic and mixed population, this segregation can 
also take shape ofa racially discriminatory one (Andrews, 1988). 

Although the current position of women entrepreneurs is very encour- 
aging, the social context must be kept in mind to understand the developments. 
Presently, women entrepreneurs in Brazil are mostly within the services sector 
followed closely by manufacturing (Smith-Hunter, 2010). However, the manufac- 
turing sector is one dominated by hand made products, say, arts and crafts and 
natural cosmetics. Most of them are married and with children in the age group 
of between 40-45 years old, and most of them are educated to a secondary level 
or higher including graduate experience (NFWBO, 1999). Interestingly enough, 
despite having such excellent credentials to start with, women entrepreneurs in 
Brazil are shown to be less likely than their male counterparts to have the required 
skills to start a business, and the entrepreneurial ventures for most of them are 
sort of a second job as many of them are employed full-time. 

Problems in accessing finance and having weak network structures - both 
formal and informal - contribute to much of the problems for women entrepre- 
neurs there (Hogan and Hogan, 2001; Coughlin and Thomas, 2002). In spite of 
the barriers that exist, Brazilian women entrepreneurs have increased in numbers 
(Allen et al., 2008), but without further studies on exploration of factors that lead 
to the economic success of women and their entrepreneurial ventures, it is diff- 
cult to explain the increase in the number of women in this field. Perhaps it is a 
sign of increasing confidence and social equality? 

Let us compare the Brazilian context with that of an Indian one, where similar 
patriarchal social structures exist and gender roles are of much significance in 
the society. 

In India, gender disparity has been an ongoing concern for the society. 
Education, literacy rate, cultural, and social barriers have affected the participa- 
tion of women in workforce (Naidu and Chandralekha, 1998; Basargekkar, 2007). 
On one hand, Indian women have made remarkable strides in traditionally male 
led professions such as administrative services, judiciary, politics, and even busi- 
ness, but research has found that barriers encountered by women are very similar 
to that of Brazilian women as stated above. Access to finance, acquiring relevant 
skills training, networks and opportunities, lack of knowledge and skills, over- 
coming cultural conditioning, gender discrimination, problems of being accepted, 
and difficulty in gaining confidence of clients are all cited as barriers. But perhaps 


Entrepreneurship 341 


it is important to note here that there is a significant difference between circum- 
stances of the ones who are educated/urban/supported by family and those who 
do not have access to those. Again, similar to Brazil, women entrepreneurs are 
mostly in sectors that have a feminine connotation - services, beauty and leisure, 
handmade manufacturing, and so on. 

However, this is a fairly narrow view of the Indian diaspora and the Brazilian 
social context. As rapidly developing economies, both the countries are witnessing 
huge strides in social and infrastructural changes. In both these countries we 
have examples of women leading huge international businesses within IT, manu- 
facturing, tourism, and so on. So it is presumptuous of most of us to stereotype 
women and their difficult experiences in entrepreneurial businesses in these soci- 
eties where there are examples of very successful women too. But the very nature 
of research dictates that the findings are relevant to the sample explored. Success 
stories of women entrepreneurs in these societies are more interesting not in spite 
of the barriers, but because of them. 


6 Women entrepreneurs in transition economies 

The following section discusses women’s entrepreneurship from the points of 
view of China and Russia to highlight the economic restructuring, marketization, 
and privatization that have resulted in developments of entrepreneurial practices 
within those economies. The concept of gender equality is largely dependent on 
the socio-cultural barriers that women face in their chosen career paths, and simi- 
larly the issues faced by women emerging economies, in China too - the issues of 
low wages and other issues - remain for women in work (Cooke, 2004). 

It is rather interesting to note that the socio-cultural context in which women 
function in emerging economies and transition economies are rather similar. In 
China, the work-life conflict, the role of guanxi’ relationships or social networks 
(Aaltio and Huang, 2007), and the gender role typical to the society (Zheng, 2003) 
are some of the barriers women face. Although there is evidence that 91 per cent 
of businesses have women in senior management roles, but there is occupational 
segregation by gender (Cai and Wu, 2006). Also Chinese women who are married 
and with children are expected to fulfil their family duties (Zhang et al., 2008). 
The current position of women in business within China is one that is character- 
ized by women who have been pushed into, say, small business ownership, due 
to the labour market disadvantage and therefore may not be classed as classic 
entrepreneurs (Bosma and Harding, 2007, p. 15). The gender disparity manifests 
itself in women’s careers being seen as secondary to their spouses’, and tradition- 
ally, the idea of a woman leader leading a group of men is not the norm (Cooke, 
2004, p. 255). 

China has high levels of early-stage entrepreneurship, one which is defined as 
‘owning and managing, alone or with others, a nascent business, or one that has 


342 Sukanya Ayatakshi 


been in operation for 42 months or less’ (Allen et al., 2008, p. 6). According to the 
GEM report (2007), nearly 20.5 per cent of women were in entrepreneurship. The 
GEM findings and other studies (Allen et al., 2008) find similarities in the lower 
levels of women’s entrepreneurship to men (Baughn et al., 2006). 

In China, weaker property rights, lower levels of capital accumulation (Hussain 
et al., 2009), and the emphasis on gender inequality creates a lack of sufficient 
economic capital to start a business. Gregory and Tenev (2001) found that less 
than 5 per cent of women use bank loans. Accessing risk capital from both external 
debt and equity sources seem to have a lending bias against women, so informal 
borrowing through guanxi is seen as a more preferable source. Financial barriers 
are not often very different for men and women, and similar instances are found 
when compared with women in, say, social enterprises in the UK (see Box 17.1 
below). There are also socio-cultural barriers that stem largely from a guanxi 
dependent business environment. Fewer women are seen to be using guanxi to 
access finance (Hussain et al., 2009, 2010), and that could be in part due to the 
traditional view in Chinese society that women should not interact too closely 
with men as that could damage their reputations. Ideas of social status, prestige, 
social approval, legitimacy - symbolic capital-related barriers (Elam, 2008, p. 47) 
— are of paramount importance in China. 

In the Russian context, the transition to a market economy brought increasing 
unemployment, poverty and poorer living standards (Wells et al., 2003, p. 64). The 
change in regulatory framework during the erstwhile Soviet era became respon- 
sible for the return of patriarchal attitudes in society (Shuvalova, 2010) and the 
declining economic status of women in Post-Communist Russia (Izyumov and 
Razumnova, 2000, p. 4). The breakdown of state control is seen as the reason that 
enabled employers to discriminate against women more openly (Shuvalova, 2010; 
Wells et al., 2003). Adding to this was the high level of educated women (Tonchu, 
1998) which led to very high levels of unemployment. In such conditions, running 
a business or becoming self-employed remains the only option for many, similar 
to that of women in China. 

In the latter half of the 1980s, which was the beginning of the period of transi- 
tion, the reason why women went into self-employment was to support the family 
through an additional source of income. But the sectors of businesses were that of 
tailoring, gardening, and so on, that is, low capital, low-labour intensive start-ups. 
By the early 1990s women began to be noticed more in entrepreneurship, but then 
again the dominant sectors were those of small scale handmade manufacturing 
and services (Babaeva and Chrikova, 1996; Izyumov and Razumnova, 2000). 
Research shows that women’s businesses still lag behind that of their male coun- 
terparts due to their businesses being relatively low-revenue, low-labour intensity 
industries. Yet again, the issues of accessing external finance- a global problem for 
women entrepreneurs- is seen in this economy too. if we compare the demographic 
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profile of the Russian woman entrepreneur, it is very similar to that of many of the 
emerging economies, the average age is around 45 years old, married, and are also 
highly educated (Shuvolova, 2010); they are needs based entrepreneurs as opposed 
to the ‘classic’ entrepreneur- the Kirznerian opportunity seeking individual. 

As in China, networks and contacts are quite important in the Russian context. 
Women are often excluded from male business networks, and rampant corrup- 
tion is yet another barrier for women to overcome (Estrin et al., 2005; Kuznetsov 
and Kuznetsova, 2003). Estrin et al. (2005, p. 23) say ‘the culture has been strongly 
opposed to entrepreneurial activity— little distinction was made in media or public 
perception between entrepreneurs and criminals’. Most women in legitimate busi- 
ness in Russia choose those sectors that are perceived to be less competitive, less 
hostile, or less risky endeavours (Barsukova, 2001). A particular issue for women 
entrepreneurs in Russia is the gender stereotype. These stereotypes— rooted in the 
historically strong patriarchal traditions- are around the myths about women 
entrepreneurs and the price they pay for their success, that is, the notion that a 
woman can only succeed in business at the expense of her family harmony and 
her femininity (Sukovataya, 2002). 

The significant economic restructuring of the Chinese and the Russian economy 
has changed the environment for women in the context of entrepreneurial oppor- 
tunities and social perceptions. However, barriers in the form of gender stere- 
otypes, social attitudes, and business support systems create a situation where 
the entrepreneurial practices of women are very much still in the developmental 
stages. However, in the conditions of the transition economy, success depends 
largely on people and individuals themselves. Informal institutions and networks 
become especially significant in the absence of a more stable and clear regulatory 
environment. Interpersonal and social skills are seen as very important in setting 
up business opportunities (Baron and Markman, 2000). What is encouraging is 
the rapid increase of women’s participation in entrepreneurship- in whatever 
form- in those economies, thereby demonstrating a shift in the value system in 
the society and of democratic principles. 


Box 17.1 Women-led Social Enterprises (SEs) and the social investment 
market 


To understand the gender diversity and issues faced by women in businesses let us 
look at the current information on women within SEs. 

Women are highly represented in SEs. A recent study by the Social Enterprise 
UK (2013) shows that, of all SEs, more than 38 per cent are led by women and 91 
per cent have at least one woman on their leadership team as opposed to only 19 
per cent for small and medium-sized enterprises (SMEs); in start-ups, 41 per cent 
of all SEs are women-led. This is in sharp contrast to SMEs where more than 49 
per cent are led by men. 
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While the data above shows a high engagement and participation of women 
within this sector, research (SEUK, 2013) also shows a huge disparity between 
access to finance for women-led SEs versus others. At the start-up stage, the biggest 
barrier reported by women and women-led SEs is access to finance as opposed to 
male-led SEs (SEUK, 2013). Whilst this is fairly similar to generic SMEs, what is 
interesting here is that women-led SEs are growing at a very fast rate as opposed 
to women-led SMEs (SEUK, 2013). So it remains to be seen how are these women 
coping with the challenges of external finance and how are they able to still lead 
and grow their businesses. 

The disparity in access to finance is most pronounced at the start-up stage, 
where women are more likely than men to report access to finance as a barrier to 
developing their SEs. The literature is however relatively silent on the reasons why. 
The SEUK (2013) found that women appear to find accessing and securing finance 
more challenging than their male counterparts and recommends further research 
to profile the experience of women to both understand the reasons why and to 
ensure that the social investment market is developing in a fair and accessible way 
for all groups. 


The Social Investment Market: 

The social investment market includes loans, equity, overdrafts, etc. Of these, 
loans and debt finance account for the majority of funding sources considered by 
SEs. Equity finance is being targeted by less than 3 per cent of all SEs in the market 
(SEUK, 2013) This is rather curious because, if SEs, in particular women-led SEs, 
are reporting external finance as a key barrier then why aren’t they considering 
alternative sources such as equity finance instead of the traditional sources of 
debt finance through bank loans, etc.? Could this be because of a perceived sense 
of lack of ownership and control if external equity finance is considered? The 
discussion below briefly summarizes the investment market for SMEs in relation 
to the SEs. 


Industry statistics on social investment options: 
Research by the European Research Council has shown that there is a significant 
decline is both debt and equity finance flows to all SMEs 

The inability of SMEs to post collateral affects their access to bank finance, 
and the funding gap in debt finance stems from a number of other factors such as 
inadequate information about alternative sources of finance and often the percep- 
tion amongst SMEs that they may not get the requested finance from institutions 
such as banks. 

In the UK, 48 per cent of SEs sought to raise external finance in the past 12 
months (SEUK, 2013) from a range of options including grants, loans, overdrafts, 
and equity. Equity finance options for SMEs are often seen as options to overcome 
the obstacles in bank finance. Equity and capital investment is not accelerating at 
the rates needed to make any discernible difference. 

There is little discussion in the literature about how equity finance (crowd 
funding, VC, business angels, etc.) are perceived by women social entrepreneurs. 
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Also there is lack of clarity on how businesses and entrepreneurs make decisions 
between alternative forms of equity finance. There seems to be very little interest 
in equity-type investment (Sunley and Pinch, 2012). This cautious style of finan- 
cial behaviour in most SEs appears to be deeply rooted and has a number of impli- 
cations for debates on the future of SE finance. 

Interestingly enough, research finds that external equity finance - where suit- 
able - can be useful for both start-ups as well as for growth and sustainability 
(Fraser et al., 2015). SEs exist with a vision and purpose to reinvest back in the 
communities. Their economic and social impacts, if measured, are often at indi- 
vidual community levels through their investment of profits back to the commu- 
nity. So, external equity finance through, say, crowdfunding sources can be 
thought of as an engagement with community business interests, perhaps. 


7 The entrepreneur 

We have discussed above the function of an entrepreneur being that of being an 
innovator and bringing about change through it, but perhaps we do not place 
enough emphasis on the importance of the effects of the institutional proc- 
esses on the idea of progress from the perspective of a capitalist society. The 
Schumpeterian perspective (1934) reckons that if the function of an entrepreneur 
is to revolutionize and reform the pattern of production by exploiting a new way - 
new production processes, new sources of supply, or reorganizing industry — but 
if the idea of institutional progress and development is more mechanized, then 
progress can affect entrepreneurship and capitalist society almost in the same 
manner as the cessation of economic progress would. 

The challenge in applying the current literature definitions of entrepreneur- 
ship to the transition economies is that entrepreneurs - who they are, the situ- 
ations they encounter, the barriers they face - are starkly different in the latter 
context. Although the characteristics of entrepreneurs and their economic impact 
cannot be assumed to be the same as those in Western countries (Smallbone and 
Welter, 2001) often it is found that the level of skills and education are at par with 
the developed countries (Casson, 2005). Baumol (1990) contends that the defini- 
tion of entrepreneur should take into consideration the local context. Otherwise, 
we risk subtracting the influence of the environment and the context, thereby 
limiting our understanding of the entrepreneurial practices within. 

Casson (2005, p. 5) summarize the various thoughts on this, ‘entrepreneurs in 
transition economies can be value-subtracting because of the numerous oppor- 
tunities in rent-seeking. Dallago (1997) distinguishes between systemic and 
economic entrepreneurs, with the former introducing changes into the system 
of institutions and rules. Building on Verheul et al. (2002), Aidis (2003) discusses 
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productive entrepreneurship as entailing innovative activity under uncertainty 
resulting in an economically productive business. Thus, entrepreneurship does 
not necessarily require the establishment of a new enterprise, but includes leaders 
that took over state owned enterprises and employ new combinations of resources. 
So the focus is greatly on ideas of being an innovator and dealing with uncer- 
tainty as characteristic of this economic flux. 

‘All sorts of small enterprises boomed in the countryside, as if a strange army 
appeared suddenly from nowhere’, remarked Deng Xiaoping, reacting in 1987 
on the first eight years of China’s economic reforms (Zhao, 1996, p. 106). These 
start-up Zfirms drove China’s reform momentum; they were arguably the single 
main source of China’s growth. But their rapid emergence, Deng said, ‘was not 
something I had thought about. Nor had the other comrades. This surprised 
us’. Similarly, in other ex-communist economies new firms were the drivers of 
reforms. 

Of course there are various stages and functions of entrepreneurship within 
transition economies, and literature has many references to the impact of transi- 
tion policies on entrepreneurship. Estrin et al. (2005, cited in Casson, 2005) is a 
good reference for the readers who are interested in understanding more of this 
phenomenon. 


8 Small Business Entrepreneurship 

So far we have been looking at the advent of entrepreneurship as an academic 
subject and how it is all encompassing and multidisciplinary. But when we talk 
about the creation of businesses through the entrepreneurial process what kind 
of a business are we talking about? Are all businesses entrepreneurial? Can big 
firms be entrepreneurial? Surely they must have started as a small firm, so does 
that mean that entrepreneurship and being enterprising can be equated with the 
idea of small businesses? But is not that a fallacy? Wood (2005) would refer to this 
as the fallacy of misplaced concretization, that is, the manner in which a concept 
is expressed is confused with the actual concept itself. 

So for instance, a small bakery run by Mr. Smith? may (1) be passed on to his 
children through succession without much growth or changes within the business 
or (2) new owners may introduce innovations that could change the very nature 
of the business. In scenario ‘1’, for the new owner this is not an entrepreneurial 
business, if we think of the very description of what is entrepreneurship from 
Schumpeterian perspective, but in scenario ‘2’, we can observe intrapreneurship 
in progress through introduction of innovation and changes, so it then evolves 
into an entrepreneurial business for the new owners. 

At this point perhaps it is useful to my readers to get an idea of what small busi- 
nesses are and what are the parameters used to define them (see Box 17.2 below). 
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I feel that the term SMEs conveys a paradoxical message that a particular busi- 
ness is both small and medium in size but that is far from the real meaning of 
SMEs. SMEs are a category of businesses that are defined along numerous param- 
eters, the most common of which are size and turnover. SMEs constitute the 
‘backbone’ of the European economy (European Commission (EC), 2003) with 
more than 25 million SMEs in the European Union which account for nearly 99 
per cent of all enterprises. 


Box 17.2. Defining small- and medium-sized enterprises 


There are numerous definitions of SMEs and the most common ones include 
numbers employed and turnover. Although it varies between regions and coun- 
tries, those are the most widely accepted criteria for defining a SME. According 
to the European Commission (EC) definition (2003), the category of micro, small 
and medium-sized enterprises (SMEs) is made up of enterprises which employ 
“fewer than 250 persons and which have an annual turnover not exceeding EUR 50 
million, and/or an annual balance sheet total not exceeding EUR 43 million. 

Within the SME category, a small enterprise is defined as an enterprise which 
employs fewer than 50 persons and whose annual turnover and/or annual balance 
sheet total does not exceed EUR 10 million. A micro-enterprise is defined as an 
enterprise which employs fewer than 10 persons and whose annual turnover and/or 
annual balance sheet total does not exceed EUR 2 million (European Commission 
2003, article 2). Medium enterprises are ones with 50-249 employees and account 
for 0.6 per cent in contrast to the small firms which account for 99.3 per cent of 
the total 4.7 million businesses in UK. SMEs have been distinguished from larger 
enterprises by criteria of turnover, numbers employed, and ownership (Curran 
and Blackburn, 2001). SMEs are now recognized world-wide to be a key source 
of dynamism, innovation and flexibility in advanced industrialized countries, as 
well as in emerging and developing economies. “They are responsible for most net 
job creation in OECD countries and make important contributions to innovation, 
productivity and economic growth’ (OECD, 2006, p. 96). SMEs have grown in 
importance over the last 30-40 years. While much literature has focused on what 
is a small firm, it ‘depends’ upon a number of factors (Deakins and Freele, 2009, 
p. 29) such as industry sector and market in which a given firm operates. 

The Department of Business, Innovation and Skills (BIS) put employment in 
SMEs at 13.5 million at the beginning of 2008 which was an increase from 13.2 
million in 2006 and a £83 billion increase in turnover to £1,440 billion from 2006 
(BIS, 2011). David Storey (1994) talks about the importance of the small business 
firms. Storey says that whether a business is growing or not is very much up to the 
entrepreneur, that is, the founder, and believes that small firms create jobs and are 
the machines of an economy, not big firms. 
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SMEs are different in nature from larger firms not just in size (Holliday, 1995, 
p. 2). Size of an enterprise is seen as a major factor in influencing perceptions of a 
business case for sustainability (Smith and Kemp, 1998). SMEs are often reported 
to have limited resources and limited understanding and awareness of issues 
associated with business sustainability (Jenkins, 2004, 2006; Wilkinson, 1999; 
Spence, 1999; Spence and Rutherfoord, 2000), and are largely motivated by the 
profit and survival of the business. 

Literature has many instances where SMEs and the way they are run are 
equated with the owner-manager or the entrepreneur who starts it. SME behav- 
iour is often understood in terms of the characteristics of the owner-manager 
(Jenkins, 2004; Spence, 1999; Gibb, 2000; Burns, 2001). 

Spence recommends, ‘SMEs should be... owner-managed and independent’ 
(1999, p. 169). SMEs are mostly owner-managed with a personalized management 
style (Spence and Rutherford, 2000; Spence, 1999; Curran and Blackburn, 2001). 
The entrepreneurs and owner-managers come from different genders and/or a 
wide range of cultural, ethnic, and educational backgrounds and from every age 
group. Some are sole owners while others run the business with partners. While 
some start their own businesses from scratch; others inherit or buy an ongoing 
business (Curran and Blackburn, 2001; Storey, 1994). SME owner-managers are 
also attributed with having entrepreneurial orientation and the younger owner- 
managers are seen as being innovative (Petts et al., 1999). 

The logic of focussing on the owner-manager is to access potentially the 
strongest influence within the firm (Spence and Rutherfoord, 2000). Figure 17.1 
summarizes the key literature findings on SME owner-manager attitudes. 

It has been found that entrepreneurial SMEs are more adaptive, swiftly 
changing trading modes and behaviour according to changing market opportuni- 
ties (Goffee and Scase, 1985). More engagement of the owner-manager with issues 
of environment and social concerns have been attributed to the entrepreneurial 
type of management with shorter lines of communication (Aragon-Correa et al., 
2008). Entrepreneurial owner-managers have been found to be more innovative 
and enthusiastic, seeking information. All owner-managers are not entrepre- 
neurs, but almost all entrepreneurs would be owners or managers or both in a 
business. 

So how does an entrepreneur behave in relation to a non-entrepreneurial SME 
owner-manager? The more an entrepreneur learns about the business and its 
wider environment, the more that knowledge is likely to modify his behaviour 
(Frank, 1988). The owner-manager of a SME who takes a business-like approach 
to running the firm (Smith, 1999) is more likely to act in a way that takes preven- 
tive rather than reactive courses of action. 
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Figure 17.1. What do we know about SME owner—-managers 


Box 17.3 The constraints on SMEs? 


Although SMEs are thought to be motivated and able to quickly identify and 
respond to customer needs (McKeiver and Gadenne, 2005; Kuratko et al., 2001), 
the accepted notion is that SMEs are more reactive than proactive, and the SME 
owner-manager’s resource of time constraints makes the SME a much more reac- 
tive entity (Mintzberg, 1980). Since the SME owner-manager cannot manage all 
aspects of the business, he or she often prioritizes critical urgent concerns while 
ignoring less crucial concerns (Jawahar and Mclaughlin, 2001). Research has 
found that SME owner-managers do not focus on issues such as administration 
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until they perceive that such issues are critically important to the firm (Cooper 
et al., 1997; McCarthy et al., 1990). 

Personal attributes of SME owner-managers are thought to influence the atti- 
tudes of the business (Hines et al., 1986) towards, say, legislation. Although SME 
owner-managers see legislation as valuable because it is fair as there are penalties 
for non-compliance (Tilley, 1999), they are known to be largely unaware of various 
current legislation (Gerrans and Hutchinson, 2000; Simpson et al., 2004). Also, 
they do not often understand relevant legislation (Williamson and Lynch-Wood, 
2001). The gap between attitudes and behaviour (Tilley, 1999; Gunningham, 2002) 
means there is substantial disparity between performance and aspirations. 

Owner-managers do not have good information on relevant issues (Tilley, 
1999) because they work long hours, are responsible for several business tasks at 
once (Spence, 1999), and therefore have little time (Friedman et al., 2000; Hillary, 
1999; Rutherfoord et al., 2000). Lack of financial resources (Hillary, 1999; Tilley, 
1999; Gerrans and Hutchinson, 2000) is another factor. SME owner-managers are 
depicted as being time poor and do not have the time to collect vast amounts of 
information available to them or even attempt to understand the impact of such 
information, and surprisingly, such lack of knowledge exists despite an abundance 
of information. 


The discussion within Box 17.3 above is a small digression to emphasize the 
importance of small businesses in the context of an economy and also the links 
between the entrepreneur at the helm of the business and the attitudes and behay- 
iours within. This can help us to contextualize much of what we know and experi- 
ence within small businesses. 


9 Entrepreneurship in transition economies 

Much of what we discussed in this chapter encompasses the global perspective 
and wider literature on various aspects of entrepreneurship which are relevant to 
most of the economies. Examples of developing countries such as India and Brazil 
lend deeper insights into the differences in social and cultural contexts without 
which we cannot comprehend how entrepreneurial practices and circumstances 
vary around the world. 

All transition economies were similar in one important respect: their planned 
economies had been dominated by large firms, producing few consumer goods 
(McMillan and Woodruff, 2002, p. 154). Small and medium-sized Zfirms were 
almost non-existent, although they are a large part of every market economy. 
Trade and services were also a much smaller part of the transition economies 
than is typical for a market economy. 
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Keeping in mind the contextual differences within economies at various stages 
of development, I would like to end this chapter with some literature references 
and thoughts on the ideas of entrepreneurship from the perspective of transition 
economies. 

When we talk about the transition economies, we refer to the process of real- 
location of resources to facilitate the change from a communism to a capitalist 
structure at the centre of which firms play the main role. Schumpeterian perspec- 
tive would say that the essential point of capitalism is that it is by its very nature 
evolutionary, and the evolutionary characteristic of this form of economic change 
is not merely due to the fact that economic life continues in an ever dynamic envi- 
ronment - social or natural. The fundamental premise that creates a perpetual 
and sustainable capitalist engine comes from the new forms of industrial organi- 
zation that capitalist enterprises create. 

Kornai (1990) and McMillan and Woodruff (2002) have argued that the crea- 
tion of new firms is the primary mechanism of the transition. The establishment 
and growth of new enterprises is central to this idea of transition in motion 
(Casson, 2005). The development of the entrepreneurial environment is dependent 
on institutional reforms (McMillan and Woodruff, 2002; De Soto, 2000, Frye and 
Zhuravskaya, 2000, Djankov et al., 2004; and Roland and Verdier, 2003) and legal, 
institutional, and policy structures to provide the basis for an entrepreneurial 
market economy (Verheul et al., 2002; Chilosi, 2001). 

Kirzner (1973) posits that transition can encourage transfer of resources from 
low to high productivity uses in a new market economy. This may imply that 
such a period can create many opportunities for entrepreneurial activities, but 
the institutional environment creates barriers that are unique to the process of 
transition thereby preventing entrepreneurs from fully exploiting the opportu- 
nities opened up by transition (Casson, 2005). As an evolving environment, the 
institutional reforms (Murrell, 1996; Spicer et al., 2000) and the process of reform 
do not always enhance rapid or fundamental change. Successful entrepreneurship 
depends not only on initial conditions in the transition economies, but also on the 
speed and consistency with which the reform process has been applied (Casson, 
2005). Corruption has been a huge barrier too. Some governments actively made 
it hard for entrepreneurs to operate firms (McMillan and Woodruff, 2002). 
Entrepreneurs must apply for business licences to establish that their company’s 
name is unique and provide proof of their start-up capital; then they must file 
with the tax and labour authorities. In Russia, setting up a new business takes an 
entrepreneur over two months and costs 38 per cent of per capita GDP in official 
fees (Djankov et al., 2004). In Poland, it takes nearly a month and costs 28 per cent 
of per capita GDP. In Vietnam, it takes nearly six months and costs a 150 per cent 
of per capita GDP (McMillan and Woodruff, 2002, p. 154) 
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But despite the problems encountered there is a remarkable increase in the 
number of private enterprises across all transition economies. The average share 
of private sector output in GDP rose from virtually zero in 1989, at least in 
centrally planned economies like the then-Czechoslovakia or the Soviet Union, 
to 62 per cent in 2001 (Casson, 2005). Along with the emergence of entirely new 
enterprises, growth in the private sector share was also caused by privatization 
of existing firms. Of the two routes to a private sector — privatizing the existing 
Zfirms and creating new ones - the policy debates focused almost exclusively on 
the former (McMillan and Woodruff, 2002. p. 2). 


10 Summary 
This chapter journeyed through ideas of entrepreneurship to give an overview of 
the developments within this field and within research in this academic subject. 
There are many interesting studies undertaken on this subject matter, some of 
which are referred to within this chapter. Entrepreneurship in transition econo- 
mies are looked at using global ideas on this academic subject as the backdrop. 
The ideas of entrepreneurship in transition economies become all the more inter- 
esting when looked at from the perspective of gender issues. The socio-cultural 
context is important when attempting to understand women and the barriers 
they face in entrepreneurship. This chapter discussed women in entrepreneur- 
ship in transition economies and in emerging economies to draw a comparison. 
Social enterprises are briefly mentioned in the context of support for women 
entrepreneurs. Given the prolific increase in the number of social enterprises in the 
UK, further research into social enterprises within transition economies would 
lend deeper insights into the possible factors affecting the growth in social enter- 
prises. These factors may be internal to the business start-up including personal 
motivations as well as external factors such as sources of finance and govern- 
mental policy. In thinking of the external factors, they can be again sub divided 
into sources of finance, governmental policy, increased ethical consumers, and 
so on, and the internal factors could be the personal motivation of the individual 
setting up a particular social enterprise. 


Notes 

1. In this context, cottage industries refer to small community based businesses such as jam 
and preserves making, basket weaving, etc. 

2. Guanxi can be defined as networks or connections. Chen and Chen (2004, p. 308) say 
‘personal connections between two or more people’. 

3. Fictional name and example 
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Abstract 

This chapter highlights innovation in a Schumpeterian sense. It refers particu- 
larly to new products and production processes as the most important types of 
innovation in economic literature. The theoretical concept of national innova- 
tion systems offers the framework for discussing the role of heterogeneous actors, 
their cooperation, and institutions in innovation processes. The chapter refers to 
the role of innovation and technology for economic development in emerging and 
transition economies. It concludes with a discussion of innovation in catching-up 
processes and the hint that economic as well as societal factors matter. 


Keywords: Innovation, Innovation System, Institutions, Dynamic Capabilities, 
Catching-Up 


1 Introduction 
In economics, one of the most important theorists on innovation is Joseph Alois 
Schumpeter (1883-1950). In his seminal work Theory of Economic Development 
(1911) he refers to ‘innovation’ as the driving force of economic development. 
Instead of ‘innovation’ he used the term ‘new combinations’ and distinguished 
five cases: new products, new production processes, exploitation of new markets, 
access to new resources, and new organizational structures. This typology still 
shapes the understanding of innovation in economic literature today, whereby 
product and process innovations receive most of the focus (Schmookler, 1966). 
In general, innovation is considered as the transformation of knowledge 
into new products introduced into the market or new processes realized in the 
firm (Smith, 2005). It is crucial that an innovation is related to the introduc- 
tion of new products into the market or the realization of new production or 
organizational processes within a firm. That clearly distinguishes innovation 
from invention, which is the discovery of a new device, method, composi- 
tion, or process (Fagerberg, 2005; Schmookler, 1966). Technical inventions are 
subject to patenting. Patents are regarded as a throughput in the innovation 
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process, while research and development is often the input to the innovation 
process, but not every (technical) innovation is based on systematic research 
and development. Innovation without research and development is particularly 
a topic with respect to low-tech industries (von Tunzelmann and Acha, 2005) 
and within the service sector (Miles, 2005). In general, manufacturing industry 
is still the most important sector for technological innovation in an economy 
(Pavitt, 2005, p. 95). 

Decisions over innovations are, however, not a one sided process in the sense 
of technology push (linear model), but also an interactive learning process taking 
into consideration the market needs and demand side (Kline and Rosenberg, 1986; 
Di Stefano et al., 2012; Van de Ven et al., 1999; Von Hippel, 2005). Accordingly, 
successful innovation does not only require technical input in the sense of research 
and development, but also information on customers’ preferences, market devel- 
opments, and failures. 

Today, it is widely acknowledged that the locus of innovation resides not only 
within the boundaries of the firm, but also at the interfaces between firms, univer- 
sities, research institutes, suppliers, customers, and other actors of the innovation 
system. Many innovations require collective efforts, involving different stake- 
holders to act cooperatively to generate new products or production processes. 
The phenomenon of innovation cooperation between different actors has been 
subject to innovation studies for many years (e.g. Allen, 1983; Hagedoorn et al., 
2000; Katz and Martin, 1997; Pavitt, 2005). The basic idea of innovation coopera- 
tion, the interaction of heterogeneous actors, is close to the ideas of innovation 
systems. Further, the emphasis of framework conditions and institutions made by 
Schumpeter is also referred to in innovation system literature as will be outlined 
in more detail below. 


2 Systemic perspective on innovation 

A systemic perspective on innovation processes seems particularly insightful 
with respect to emerging and transition economies. Transition in the former 
socialist countries means a complete break with the existing science and tech- 
nology as well as production system. It also means a process of ‘creative destruc- 
tion’. Normally, ‘creative destruction’ in a Schumpeterian sense is a simultaneous 
process, where something fundamentally new replaces something given. The 
particular difficulty of a system breakdown like in transition economies means 
that a fundamental shock leads to destruction without coming along with crea- 
tion and without knowing how creation will subsequently take place. Systemic 
innovation theory stresses that technological change (innovation) is a localized 
and context specific process, where path-dependencies and cumulative learning 
processes due to tacit knowledge play a crucial role (Nelson and Winter, 1982; 
Dosi, 1999; Antonelli, 2007). In transition and emerging economies, the build-up 
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of a functioning innovation system is often the key to catching-up and economic 
development (Lundvall et al., 2009). 

Furthermore, the innovation system approach goes beyond the micro-macro 
perspective, emphasizing the meso-level of analysis, particularly the ‘network’ 
and its organizers as subject of analysis, too (Radosevic, 1999, pp. 279ff). Micro, 
meso, and macro mean different levels of aggregation within a system. They stand 
in mutual interaction but not necessarily in a hierarchical relation where an upper 
(lower) level determines or controls the other one. It is typical for evolutionary 
thinking to ask for the dynamic change that results out of the micro-macro inter- 
action and thereby pay attention to the meso-level ‘ie. the level between micro 
and macro, as that is the domain where bottom-up meets top-down’ (Liljenstr6m 
and Svedin, 2005, pp. 4ff). 

Systemic innovation theory or innovation system approach (the terms are often 
used interchangeably) is consistent with the work of Schumpeter who stressed 
that innovation processes are embedded in a broader economic environment 
(Hanusch and Pyka, 2007a, pp. 5ff; Carlsson, 2007, pp. 857ff). Systemic innova- 
tion theory explicitly refers to the content of the “black box’ (Rosenberg, 1982) 
and, like Schumpeter, pays attention to individual actors and institutional frame- 
work conditions alike. Sometimes, the innovation system approach has also been 
referred to as a further development of Friedrich List’s work entitled National 
System of Political Economy (1841) (Lundvall, 2007). Indeed, List was one of the 
first who stressed, among other things, the importance and interrelatedness of 
technology and skills for national growth and competitiveness. Synergy effects 
deriving from interaction between different actors of the system were, however, 
not yet included in List’s theory (Cantner and Graf, 2003, p. 22). 


3 National innovation systems 

The concept of ‘national innovation system’ originates in a study of Freeman 
(1987) on innovation in Japan. There followed three major edited volumes which 
contributed heavily to the significance that ‘national innovation system’ enjoy 
today in academia (and policy): Nelson (1993) presents comparative research 
on specifications of innovation systems of a number of North American and 
European countries while Lundvall (1992) and Edquist (1997) stronger contribute 
to the theoretical foundations. 

There is wide-spread agreement that the actors of a national innovation system 
are business enterprises, science organizations, and other actors (e.g. governmental 
authorities) related to innovation processes. Furthermore, institutional factors are 
explicitly taken into account as well. In this work, we regard institutions as ‘the 
rules of the game’, such as regulations, laws, norms, habits, and cultural factors. 
There is some inconsistency in the literature of innovation systems with respect 
to the understanding of ‘institutions’. Some authors, for example Freeman (1987) 
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and Nelson and Rosenberg (1993), refer to institutions in the sense of networks 
or organizations while Lundvall (1992) and Edquist (2005) mean the ‘rules of 
the game’ in the sense of North (1990), such as regulations, law, habits, norms, 
and routines. The latter understanding, also called the ‘Aalborg version of the 
National System of Innovation approach’ (Balzat and Hanusch, 2007, pp. 928ff), 
will be used here. 

The fundamental characteristics ofa national innovation system are (1) special- 
ization in production and knowledge creation, (2) recognition that knowledge is 
not the same as information but has a largely tacit character, and that knowledge 
is therefore (3) largely localized, that is, embodied in people and relationships 
of agents, and finally (4) that interaction and relationships between the different 
actors are fundamental for innovation processes today (Lundvall, 2007). Put 
differently, the innovation system is not only made by different actors, but simul- 
taneously shaped by the interaction and relationships of the actors. It is charac- 
teristic for the innovation system approach that it rejects an optimal system of 
innovation but emphasizes the heterogeneity of systems among countries, as well 
as path dependency and historical uniqueness of a national innovation system 
(Balzat and Hanusch, 2007). 

The dynamic perspective, a fundamental characteristic in evolutionary 
economics (e.g. Dopfer, 2001; Witt, 2003), is so far underdeveloped in systemic 
innovation theory. Accordingly, most literature on innovation systems is static, 
possibly a result of the fact that entrepreneurship issues have rarely been included 
so far (Carlsson, 2007). 

National innovation systems can be defined and applied in a narrow sense 
focusing on the systemic relationship between research and development (R&D) 
undertaken by firms and scientific organizations for market innovations. 
The triple helix approach with its emphasis on the capitalization of scientific 
knowledge (Etzkowitz and Leydesdorf, 2000) can be seen as an example. On 
the other hand, there exists a broader understanding and definition of innova- 
tion systems (Freeman, 1987; Lundvall, 1992; Edquist, 2005) where radical and 
incremental innovations are considered as well as the absorption, diffusion, 
and use of innovation together with the institutional framework conditions. In 
(post-)transition economies, the broader perspective allowing for both radical 
and incremental innovation as well as absorptive capacity is more suitable 
since these economies are largely characterized by technological catching-up 
processes, where absorption and diffusion of (existing) technology plays an 
important role. 

Complementary to the insights of national innovation system is the concept 
of the ‘learning economy’ (Lundvall and Johnson, 1994). Similar to innovation 
system approaches, they emphasize that - due to tacit knowledge - collective 
learning processes or ‘learning through interacting’, especially along the value 


364 Jutta Giinther 


chain and between firms and science organizations, are one of the most impor- 
tant activities of the knowledge based economy. 

The national innovation system has sometimes been regarded as a generic 
concept providing fundamental insights for the application in contexts different 
from the national one. Indeed, over time, the national innovation system approach 
has also been used to study innovation processes in particular regions (e.g. Cooke, 
1992 and 1998) or sectors (e.g. Malerba, 2002). 

The question how an innovation system emerges from scratch, like in transition 
economies including East Germany, is hardly a subject in existing literature on 
innovation systems. This is not very surprising since a theory of economic tran- 
sition does not exist either (Cantner and Hanusch, 1991a; Gotz, 1998; Schwarz, 
1995). Despite the lack of a particular transition theory, researchers have dealt 
with the transition of the socialist science and technology systems empirically. 
Many studies assess the changes of industrial and academic research including 
science-industry relations and refer to theoretical concepts from evolutionary or 
institutional economics or innovation system approaches (e.g. Freeman, 2008, 
pp. 186ff; Giinther, 2004; Meske, 2004; Radosevic, 1999; Von Tunzelmann et al., 
2010). 


4 Network alignment, dynamic capabilities, and institutions 

The system of innovation approach as referred to above has emerged with respect 
to existing, more or less established, and stable innovation systems in developed 
market economies. Although there exists an increasing literature on innovation 
systems in developing countries and catching-up economies (see e.g. Malerba 
and Nelson, 2012; Lundvall et al., 2009), the complete restart and emergence of 
a new innovation system is barely subject of the innovation system literature so 
far (Varblane et al., 2007). In any case, the situation in transition and emerging 
economies calls for a modified view including the issue of weak or underdeveloped 
interaction between actors of the innovation system. It also raises the issue of the 
emergence or re-emergence of an innovation system and functioning institutions. 
These aspects are referred to in the network alignment approach (von Tunzelmann, 
2004) which also includes considerations of dynamic capabilities (von Tunzelmann 
et al., 2010). Finally, ‘a substantial literature already exists on “regional systems of 
innovation” (and much more on “clusters”) but less on how to start up or revive 
innovative regional systems’ (von Tunzelmann et al., 2010, p. 88). 

In this segment of theoretical literature, the term ‘network’ is meant as a mode 
of exchange or governance that is neither a pure process of market interaction 
nor a pure hierarchy or control process (Williamson, 1975; Powell, 2004). With 
respect to networks in this sense, von Tunzelmann (2004) draws attention to the 
multi-level character of networks. There are networks, for example, within firms, 
between firms, between firms and other organizations, but also between regions 
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or between countries. Von Tunzelmann in this respect talks about ‘systems of 
systems’ or ‘networks of networks’. The contribution of the network alignment 
approach which focuses on firms as central actors lies in its emphasis of the 
dynamic structure of networks in its various forms: first, networks can integrate 
different functions, such as production, marketing, finance, and management. 
Second, networks can emerge to combine different resources, mainly the factors 
of production. Third, there is a spatial dimension of networks in the sense of 
geographical space, such as national, regional, or local networks. 

The multi-level (networks of networks) perspective shows the complexity of the 
structure of networks and thus the challenge of functioning interaction between 
network components at different levels. Not surprisingly, in such a complex world, 
networks are not free of failure. “Network failure’ as von Tunzelmann (2004) puts 
it can arise form (1) the fact that the required network is absent (intermediation 
problem), (2) the fact that an existing network is not oriented towards common 
goals (reciprocity problem), or (3) the fact that the components of an existing and 
commonly oriented network delivers mutually inconsistent outcomes (comple- 
mentarity problem), a situation of so-called misalignment. The latter case often 
happens with respect to spatial networks (von Tunzelmann et al., 2010) and calls 
for policy instruments to restore alignment. 

In order to theoretically meet the problem of network failure or misalign- 
ment, the concept of ‘dynamic capabilities’ (von Tunzelmann and Wang, 2003 
and 2007) provides a perspective for what is needed to overcome network 
failure (von Tunzelmann et al., 2010). Agents of a network, such as consumers, 
producers, laboratories, and universities, are equipped with different and possibly 
diverging capabilities. They may, however, be taken in different directions due 
to asymmetries of information (hidden information) or asymmetries of knowl- 
edge (misinterpreted information). To overcome the misalignment, interactions 
among agents are needed, either ex ante through the exchange of information and 
knowledge or ex post through the market (price mechanism) or both. But anyway, 
governing interaction is not costless and it takes place within an ever-changing 
environment. Thus, for an aligned network, with respect to agents’ capabilities, 
there is a constant need to reconsider and update capabilities. Thus, dynamic 
capabilities are a crucial point in understanding network alignment processes. 

The concept of network (mis)alignment reveals the importance of coordina- 
tion procedures. Markets and hierarchies, as important as they are as analytical 
counterparts (Williamson, 1975), are not the only institutional forms firms can 
rely on to solve coordination challenges. There are institutions (institutionalized 
relationships) beyond markets and hierarchies, as Williamson (1985) points out 
what secures cooperative outcomes between actors, both at the individual level 
within firms and at the network level between firms. The distinction between 
individual (micro) and network (meso) level seems important, especially when the 
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relationship between actors and institutions are considered. In this respect, theory 
points to the insight that institutional structure follows firm strategy (Chandler, 
1974; Chandler and Daems, 1980; Williamson, 1975 and 1985). Calvert (1995) in 
turn questions the ‘structure follows strategy’ argument for the aggregate (macro) 
level. Institutions cannot be created or substantially changed by a single firm, and 
it is also difficult for a group of firms to substantially shape an institutional struc- 
ture. In this respect, firms confronted with a set of structural institutions first of 
all operate in reaction to the given institutions, and therefore there is reason to 
assume that ‘(institutional) structure conditions (corporate) strategy, not that it 
fully determines it’ (Hall and Soskice, 2001, p. 15). With a regional perspective, 
large firms might, however, be able to substantially impact the institutional envi- 
ronment as, for example, Hancké (2003) shows. Differences in corporate coordi- 
nation strategies can be influenced by the institutional structure given to firms 
at the regional level (Campbell et al., 1991; Hollingsworth et al., 1994; Herrigel, 
1996). 


5 Innovation and catching-up 

The theoretical considerations of network (mis)alignment and institutional- 
ized relationships become particularly important with respect to transition and 
emerging economies where networks and institutions are often weak or instable. 
To build-up or reform an innovation system is more than the transfer of resources 
and formal institutions (Carlin, 2012; Lehmbruch, 1992; Locke and Jacoby, 1997). 
Like in any major economic reform, new institutions and organizations in order 
to be viable have to be embedded in social practice, which usually takes much time 
(Granovetter, 1985). Even in East Germany, where a full set of established insti- 
tutions was transferred overnight, the administratively introduced institutions 
and newly created organizations met culturally grown societal institutions with 
all its advantages and frictions (Bluhm, 1999; Lehmbruch, 1992; Wagener, 2010, 
pp. 78-80). Moreover and close to this, any economic development and change 
process is accompanied by path dependencies and irreversibilities (Hanusch and 
Pyka, 2007b). David (1985) shows that path dependent processes can lead to tech- 
nological lock-in effects which are hard to overcome, or in other words ‘history 
matters’ for structural change. It is evolutionary thinking, however, that empha- 
sizes that the future is everything but predetermined. Instead, they point out that 
innovation processes are largely driven by uncertainties and random events too 
(Araujo and Harrison, 2002; Hanusch and Pyka, 2007c). But any catching-up 
process is confronted with established structures and the challenge lies in finding 
a development strategy that allows to fill niches in the international division of 
labour and technology. This has been dealt with largely in economic develop- 
ment literature. For example, Abramowitz (1986) refers to the concept of ‘social 
capability’ in the process of catching-up development. He points out that social 
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characteristics matter for technologically driven catching-up processes. It is not 
only the level of education and degree of technical capabilities, but also the societal 
conditions such as political, financial and industrial institutions which matter. In 
a similar direction, Cohen and Levinthal (1990) stress the importance of tech- 
nological capabilities as a prerequisite for own technological activities. In order 
to absorb knowledge and technical expertise from outside (the firm, industry, 
or country) a minimum of accumulated technological capability and knowledge 
is necessary. They put forward the concept of ‘absorptive capacity’. Cohen and 
Levinthal (1990) developed their concept at the firm level. ‘Absorptive capacity’ in 
their view is a function of a firm’s own research and development. Later on, this 
idea has been applied to the regional and country level as well. 

In catching-up processes it is not only and not primarily original innovation, 
but especially imitation and adoption of external technology that matters. This 
development strategy has been followed by a number of Asian emerging econo- 
mies (e.g. Amsden, 1989; Lall, 1992; Kim, 1997). A similar process — imitation for 
economic recovery and modernization — could be observed in transition econo- 
mies of Central and Eastern Europe as well as East Germany. In East Germany, 
the technological recovery and modernization of production in the first years 
after the system breakdown took place predominantly through imitation realized 
mainly through investment in new production and product lines. For large part, 
existing products and production processes were adopted in East Germany (e.g. 
Gunther and Lehmann, 2004). 

The modernization process in Central and Eastern Europe and in East 
Germany was often accompanied by foreign direct investment because of a lack 
of domestic capital and managerial expertise. Radosevic (1999) underlines the 
dominant role of foreign investors in transition economies as well as their impor- 
tant role as network organizers in Central East European innovation systems. 
The same holds true for the role of foreign subsidiaries in East German inno- 
vation system (Gunther et al., 2008; von Tunzelmann et al., 2010). Finally, ‘the 
prospects for catching-up of the post-socialist countries... will depend on their 
ability to generate industrial and technical change’ (Radosevic, 1999, p. 278). This 
also raises the question of the role of economic policy. Recently, a new debate has 
evolved about industrial policy and economic development (e.g. Lin, 2012; Stiglitz 
et al., 2013). Yin (2012) emphasizes the need for both, a comparative advantage 
and technological imitation strategy for economic development. The crux remains 
to shift from technological imitation to original innovation in the Schumpeterian 
sense, and this requires not only economic but also societal endeavours. 
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Abstract 

Migration is a key interdisciplinary subject in the fields of Economics, Sociology 
and Geography. The chapter provides an in-depth overview of the economics of 
migration starting with an exposition on the nature and the facts of contempo- 
rary world-wide migration. It is followed by sections covering determinants of 
migration; migration and development; migration and innovation; and migration, 
trade and foreign direct investment. The chapter addresses both theoretical and 
empirical literature on migration and discusses the past and present issues of the 
economic migration literature and how the literature may evolve in the future. 


Keywords: Migration, Remittances, Development, Innovation, Trade and Foreign 
Direct Investment. 


1. Introduction 

The term migration, used in relation to human beings, describes the movement 
or relocation of people from one territorial area to another. Migration has been 
an indispensable part of human history, and it is one of the three demographic 
components of population change along with births and deaths. However, unlike 
fertility (births) and mortality (deaths), migration is not a single unique event in 
time and space. Hence, how it is measured and studied depends on its nature and 
how it is defined. It is a complex phenomenon that has significant welfare implica- 
tions for the migrants and their families. It also often has serious social, cultural 
and economic effects on both the places of origin and the destinations of the 
migrants. Understanding all these effects as well as the sheer volumes of people 
migrating everyday makes the study of migration a key interdisciplinary subject 
in the fields of Economics, Sociology, and Geography. 

This chapter aims to provide an up-to-date overview of migration. It will 
attempt to elucidate the nature of migration, provide some stylized facts and 
figures, provide a summary review of the literature, and highlight the contempo- 
rary issues and debates on migration. 
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2 Nature of migration 

Migration involves the permanent or semi-permanent movement of people across 
administrative territories. This movement or relocation may be forced or volun- 
tary, short-term or long-term, but most importantly, it may be internal or interna- 
tional. People who are forced (by several factors including wars, natural disasters, 
persecutions, and famine) to relocate are known as refugees and Asylum seekers’. 
Voluntary migrants, tend to be economic migrants who move to different loca- 
tions simply to live, work, or in search for better opportunities in life. According 
to the UN definition, a short-term migrant is one who relocates for a period of 
about three to twelve months while a long-term migrant is above twelve months. 
However, the definition of who a migrant is varies across countries. 

Internal migration refers to the movements of people from one geographic 
or administrative location to another within a country in response to inequi- 
table distribution of resources, services, and opportunities or to escape violence, 
natural disaster, or the increasing number of extreme weather events. Thus 
internal migration is often characterized by the movement of people from rural 
to urban areas. Rural-urban migration has contributed to the explosive growth of 
cities around the globe. International migration, on the other hand, is the move- 
ment of people across countries or international administrative territories. 

Migration long predates the drawing of today’s national boundaries. This distinc- 
tion between internal and international migration has come into prominence with 
the emergence of nation states and the strengthening of the rules and regulations 
pertaining to nationality and national borders. The split between internal and 
international is also characterized by different literatures, concepts, methods and 
policy agendas. However, as noted by King and Skeldon (2010), in recent times, 
research on migration tend to focus more on international migration and the word 
‘migration’ has somehow come to mean ‘international migration’ as portrayed by 
Castles and Miller’s Age of Migration (1993), Myron Weiner’s The Global Migration 
Crisis (1995), Roben Cohen’s Cambridge Survey of World Migration (1995), and 
others. This notwithstanding, internal migration is quantitatively more important 
and was the subject for the earliest research on migration such as Ravenstein (1885; 
1889), Stouffer (1960), Sjaastad (1962), Wolpert (1965) and Lee (1966), and others. 
Current studies of internal migration tend to focus on rural-urban migrations and 
have metamorphosed into the study of urbanization. 

Global estimates show that there are nearly 1 billion migrants in the world 
in total. This is made up of 232 million international migrants (i.e. the stock 
of people living outside their country of birth) and an estimated 740 million? 
internal migrants in the world (OECD-UNDESA, 2013, p. 1; UNDP, 2009, p. 21). 
Thus, even though 1 out of every 7 people in the world is a migrant, only 3.2 per 
cent of the global population are international migrants compared to the 10.6 
per cent who migrate internally. Table 19.1 shows that over the past decade there 
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Table 19.1 International migrant stock (million) 


1990 2000 2010 2013 
World 154.2 174.5 220.7 231.5 
Developed regions 82.3 103.4 129.7 135.6 
Developing regions 71.9 711 91 95.9 
Africa 15.6 15.6 17.1 18.6 
Asia 49.9 50.4 67.8 70.8 
Europe 49 56.2 69.2 72.4 
Latin America and the Caribbean 71 6.5 8.1 8.5 
North America 27.8 40.4 51.2 53.1 
Oceania 47 5.4 7.3 7.9 


Source: United Nations (2013), Trends in International Migrant Stock: the revision. 


has been a considerable and persistent growth in the volumes of international 
migrant stocks from 154 million in 1990 to 232 million in 2013. It also shows that 
the bulk of the international migrant stocks are increasingly being concentrated 
in the developed regions of the world in Europe (72 million), Asia (71 million) 
and North America (53 million). 

About half of all international migrants reside in ten countries. According to 
OECD-UNDESA (2013), in 2013 the United States of America hosted the largest 
number of international migrants (45 million or 20 per cent of the global total), 
followed by the Russian Federation (11 million), Germany (9.8 million), Saudi 
Arabia (9.1 million), United Arab Emirates and the United kingdom (7.8 million 
each), France (7.5 million), Canada (7.3 million), and Australia and Spain (6.5 
million each). The top ten countries of origin for international migrants are 
Mexico, India, the Russian Federation, China, Ukraine, Bangladesh, Pakistan, 
United Kingdom, Philippines, and Turkey. 

During the period 2000 to 2010, the global international migrant stock grew 
twice as fast as during the previous decade. During the 1990s, the global interna- 
tional migrant stock grew at an average of two million per year while during the 
decade after, the growth in the stock accelerated to about 4.6 million migrants 
annually. The majority of migrants (93 per cent) cross borders in search of better 
economic and social opportunities. Economic migrants are also the world’s fastest 
growing group of migrants. Refugees account for a relatively small proportion of 
the global international migrant stock. In 2013, the total number of refugees in 
the world was estimated at 15.7 million representing about 7 per cent of all inter- 
national migrants. Nearly, nine out of every 10 refugees had found asylum in a 
developing country (OECD-UNDESA, 2013). Globally women are in the minority 
(48 per cent of all international migrants) although considerable differences exist 
across regions. For instance, the proportion of female migrants is the highest in 
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Figure 19.1 Top ten emigration countries, 2010 


Source: Migration and Remittances Factbook 2011. 


Europe (51.9 per cent), followed by Latin America and the Caribbean (51.6 per 
cent), North America (51.2 per cent), Oceania (50.2 per cent), Africa (45.9 per 
cent), and Asia (41.6 per cent). 

According to the World Migration Report 2013, international migration can be 
viewed in four main pathways. These are: South-North migration (i.e. from low-/ 
middle-income countries to more affluent ones, such as from the Philippines to 
the United States); North—-North (i.e. from one high-income country to another, 
such as from the United Kingdom to Canada); North-South (ie. from a high- 
income to a low-/middle-income country, such as from Portugal to Brazil); and 
South-South (i.e. from one low-/middle-income country to another, such as from 
Indonesia to Malaysia). These pathways matter for understanding the determi- 
nants and effects of international migration. For instance, the report shows that 
most (45 per cent) migrants move from developing countries to developed coun- 
tries (South-North) followed by South-South (35 per cent), North-North (17 per 
cent) and North-South (3 per cent) according to World Bank classifications of 
developing and developed countries. 

International migration has become an important component of population 
growth in countries where fertility has declined. In some parts of Europe and Asia, 
migration is mitigating population decline resulting from below-replacement 
fertility and population ageing. Net migration has already either prevented popu- 
lation decline or contributed to population growth in a number of countries. 


3 Determinants of migration 
For thousands of years, human beings have migrated in search of a better life. The 
reasons for migration are numerous and dependent on several factors in a complex 
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way. Studies on the determinants of migration go back over 125 years and have 
yielded a number of theories on why people migrate. While many do not choose 
to move but are forced to flee their homes against their will (refugees escaping 
persecution, people devastated by conflict or natural disaster, or victims of traf- 
ficking), the bulk of migrants (over 90 per cent) migrate voluntarily in search for 
better opportunities (earn a better living, live in a more agreeable environment, to 
join family or friends, etc.). This was recognized as far back as 1885 by Ravenstein 
(1885; 1889) who concluded from his ‘Laws of Migration’ that ‘bad or oppres- 
sive laws, heavy taxation, an unattractive climate, uncongenial social surround- 
ings, and even compulsion (slave trade, transportation), all have produced and are 
still producing currents of migration, but none of these currents can compare in 
volume with that which arises from the desire inherent in most men to “better” 
themselves in material respects’, 

Ravenstein proposed 11 laws of internal migration by studying the population 
census data of the United Kingdom for 1871 and 1881 (Ravenstein, 1885) and later 
extended the analysis to Europe and America (Ravenstein, 1989) which subse- 
quently dominated the understanding and research on migration. A restatement 
of the laws is available in Grigg (1977). The laws state that migration is caused 
by distance, gender, rural-urban location, industrialization, improved transpor- 
tation, as well as economic factors. A different interpretation of migration was 
proposed in the early 1960s by a number of papers (Schultz, 1961; Becker, 1962; 
Sjaastad, 1962). They started viewing migration as investment in human capital 
along with education, health, and training. The view proposes that young people 
have a higher propensity to migrate as they have a relatively higher return of 
migration over the cost of migration. This may be seen in the median ages of 
international migrants living in the world regions (Figure 19.2). 
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Figure 19.2 Median age of international migrants, 2013 


Source: United Nations (2013), Trends in International Migrant Stock: the 2013 Revision. 
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Before the 1970s, economists regarded wage differential as the main deter- 
minants of migration. Todaro (1969) and Harris and Todaro (1970), on the 
contrary, proposed that migration is caused by expected wage differential, not 
the actual wage differentials. The expected wage differential model of migra- 
tion helped to provide explanation of the paradox of rural-urban migration with 
high urban unemployment. The ‘new economics of labour migration’ (Stark and 
Bloom, 1985; Stark, 1991) further proposed migration as a family rather than an 
individual’s decision which allows a family to diversify investment (and risk) 
by supporting a family member to move to a location where income prospects 
are better. This explains the strong persistent rise in remittances as the migrant 
stock rises (Lucas and Stark, 1985; Rapoport and Docquir, 2006; Fleur and 
Taylor, 2008). 

According to World Bank figures, remittance flows to developing countries 
have more than quadrupled since 2000. Global remittances, including those 
to high-income countries, are estimated to have reached $519 billion in 2012, 
compared to $132 billion in 2000°. The Table 19.2 shows the evolution of remit- 
tances since the year 2000. 

The new economics of labour migration also suggests that migration takes place 
as a response to relative deprivation where the migrants and the families may 
want to improve their social and economic status relative to a reference group, 
that is, the wealthier people in their communities (Stark and Taylor, 1991). There 
are numerous theories on the determinants of migrations across the various disci- 
plines (Economics, Sociology, and Geography). It may however be summarized 
that the actual migration event is an individual, family, or household decision 
that is motivated by several factors including (or a combination of) macroeco- 
nomic push and pull factors, expected income at the destination, expected cost of 
the migration (including cost of resettlement and adjusting at the destination and 
the cost of overcoming immigration policy barriers), and the expected quality of 
life at the destination. 

Empirical studies have confirmed all of the following as important deter- 
minants of migration: distance (between the destination and place of origin); 
migrant networks (i.e. contacts and knowledge about the destination); cultural 


Table 19.2 Global remittance flows (USS billion) 


Year 2000 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013e 
Remittance 131.5 237 274.9 3179 385 443.2 418 454 506 519 549 
inflows 


To Developing 81.3 159.3 192.1 226.7 278.5 3248 303 334 373 389 414 
countries 


Source: World Bank. 
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connections (including language, historic, and colonial ties); population (in 
both the place of origin and the destination); income differential (between the 
destination and place of origin); migration policies (or border policies); level 
of inequality in the place of origin; political freedom in the place of origin; 
and economic growth and development in the place of origin (Borjas, 1987; 
Yang, 1995; Borjas and Bratsberg, 1996; Helliwell, 1998; Karemera et al., 2000; 
Bricker et al., 2003; Hatton, 2005; Clark, et al., 2007; Telli, 2013). 


4 Migration and development 

Migration, both internal and international, is increasingly being perceived as a 
force that can contribute to development in both the place of origin and the desti- 
nation of migrants. One of the goals of post-World War II migration literature 
was analysing the relationship between migration and development. The same 
goal is also maintained by the current literature. 

Many underdeveloped economies were actively pursuing industrialization 
policy after the World War II. The celebrated “Lewis model of Migration’ (Lewis, 
1954) proposed a model to demonstrate that industrial developments can be 
achieved through migration of surplus labour from agriculture to manufacturing 
sectors. Lewis noted that the internal economic structure of many underdevel- 
oped economies is dualistic, that is characterized by simultaneous existence of a 
technologically backward agricultural sector (mainly rural) and a technologically 
advanced manufacturing sector (urban). The rural sector is endowed with ‘surplus 
labour’ (i.e. marginal product of the labour is almost zero). As the wage rate of the 
industrial sector is high, Lewis proposed that the goal of economic development 
can be achieved by transferring this surplus labour from the agricultural to the 
manufacturing sector which enables the manufacturing to increase production. 
With reinvestment of accumulated profit, the manufacturing sector can uninter- 
ruptedly grow by using the surplus labour until all surplus labour of agriculture 
is fully exhausted. Ranis and Fei (1961) suggested that through the process of 
transferring the surplus labour, the agricultural sector also gradually becomes 
modernized. 

The Lewis type model of economic development became subject to criticism 
in the 1960s and 1970s. After World War II, the poor countries were exporting 
mainly primary goods and importing manufactured goods (Krueger, 1995). 
Many economists and policy makers thought that the dependence on the primary 
product was the main cause of poverty and therefore regarded import substi- 
tuting industrialization as the main strategy of development. The Lewis model 
through the transfer of surplus labour from agricultural to manufacture provides 
a mechanism to achieve that. However because of failure of import substitution 
policy, the emphasis gradually started shift to export promotion. 
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During the 1960s and 1970s, with rapid industrialization and urbanization, 
the cities of developed countries also started to experience urban unemployment 
and poverty, something that the Lewis model did not consider. A more startling 
factor was the simultaneous presence of rural-urban migration and urban unem- 
ployment. The Harris-Todaro model (Todaro, 1969; Harris and Todaro, 1970) 
provided an explanation to this phenomenon. Harris and Todaro proposed that 
migrants look at the expected wage differential instead of actual wage differential. 
Expected wage is defined as the probability of getting an urban job multiplied by 
the urban wage. For institutional reasons such as labour unions, the urban wage 
rate is higher than the rural wage rate. Therefore it is rational for the individual 
migrants to come to urban areas as long as the expected urban wage is higher 
than the rural wage. As the urban wage rate is fixed for institutional reasons, the 
urban sector only employs a fraction of the urban job seekers. Those who cannot 
secure a job become urban unemployed. Harris and Todaro did not explicitly 
consider the role of the urban informal sector. Field (1974) extends the model by 
taking possible jobs in the informal or ‘Murky’ sector into consideration which 
can also serve as a fresh point of entry for the migrants. 

The Harris-Todaro model received substantial attention of the trade policy 
analysts. Bhagwati and Srinivasan (1974), Corden and Findlay (1975), and Batra 
and Naqvi (1987), reanalysed the policy implications of the model by embedding 
the model within the framework of the Heckscher-Ohlin model of international 
trade. The results strongly advocated against import substitutions and for export 
promotion. Krugman and Obstfeld (2003, pp. 266-267) stated that the Harris- 
Todaro model served as a severe blow and consequently changed the paradigm of 
industrialization. 

The surplus labour model of Lewis, however, still has some validity. The recent 
developing, especially construction, sectors of the Gulf region (Saudi Arabia, 
Kuwait, Qatar, UAE, Bahrain, and Oman) is highly dependent of the migrant 
workers from the Asian and African countries. The Gulf countries have a very 
well managed (sometime restrictive and abusive) migration policy called the 
‘Kafala system’. In the Kafala system, a migrant requires sponsorship of an 
employer from the Gulf to immigrate to the Gulf (Longva, 1999). This system 
prohibits uncontrolled entry to the Gulf, hence overcomes the unemployment 
problem as stated in the Harris-Todaro model. This migration policy allowed the 
Gulf economy (particularly the construction sector) to develop uninterruptedly 
in the last couple of decades. Though the wage received by the migrant workers 
are typically low and the jobs can be quite hazardous, it is often better than what 
they can obtain in their home countries. The remittances sent by the migrants 
in the Gulf make significant contributions to the national incomes and foreign 
exchange reserves of the source countries. 
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During the 1960s and 1970s, the world experienced increased migration of 
high skilled people from developed to developing countries. The phenomenon 
was termed as Brain Drain because of the general perception that migration of 
skilled people is detrimental for those who are left behind. Grubel and Scott 
(1966) against this general perception suggested that the loss of high skilled 
people is only a short term phenomenon. In a market economy the emigrants 
remove their contribution of national output. However, they also remove their 
claims of the national income; therefore, others’ income remains unchanged. 
They suggested the emigrants often send remittances, contributes to research and 
development, and influences the policy of the country of immigration towards 
the native country. Bhagwati and Hamada (1974) on the other hand suggested 
that the labour market of an underdeveloped country is not perfect. Both the 
high and low skilled people often receive higher than the market clearing wage 
because of institutional reasons. If the cost of education is not internalized by 
the migrants, then emigration reduces the welfare of the people who remain 
behind due to higher costs of educating more workers. As migration distorts the 
economy, Bhagwati and Dellalfar (1973) proposed to use income tax to compen- 
sate for the loss experienced by the people left behind. The idea became known 
as ‘Bhagwati tax’ and generated a large volume of discussion and controversy. An 
assessment of the proposal and a survey of the surrounding literature are avail- 
able at Wilson (2007). The main criticism of the tax is the practical difficulty of 
implementation. 

The brain drain literature took a new turn in early 2000 when economists 
started emphasizing the role of migration on human capital formation (Stark 
etal., 1997; Mountford, 1997; Vidal, 1998; Beine et al., 2001; and Stark and Wang, 
2002). In general, the literature proposes that the possibility of migration can 
provide incentive to form additional human capital. If the gain from the addi- 
tional human capital is higher than the loss from emigration, a country expe- 
riences a ‘brain gain’ instead of a brain drain. The idea of brain gain received 
huge attention for the economists and policy makers and renewed the interest 
on migration policy literature. Gibson and McKenzie (2011) and Docquier and 
Rapoport (2012) provide a detailed survey of the literature surrounding this 
issue. The idea of brain gain also has been empirically tested by some papers. 
The result of empirical analysis is mixed. Kangasniemi et al. (2007) surveyed 
the Indian doctors in the UK to test the brain grain hypothesis and found 
no relationship between the migration possibility and the decision to study 
medicine. Beine et al. (2008) on the other hand found evidence of a positive 
effect of skilled migration prospects on gross human capital formation in a 
cross-section of 127 countries. Batista et al. (2012), using microdata of Cape 
Verde, found that higher migration probability positively effects the comple- 
tion rate of secondary school education. Gibson and McKenzie (2011) found 
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that emigration decision is strongly associated with the choice of subjects at 
the secondary school in three pacific countries, namely Tonga, Papua New 
Guinea, and New Zealand. 

The brain gain literature however overlooked the possibility of heteroge- 
neity or multiple types of human capital. The literature tends to classify skills 
as high or low skills, but in reality, different types of jobs require different types 
of skills. International labour markets often demand individuals with specific 
types of skill such as doctors, agriculturalists, chefs, electricians, and so on. The 
international market may demand some skills that do not have much demand/ 
productivity in the home country. The human capital acquired therefore can 
be a brain waste from the home country’s perspective. The issues was raised 
in the past (Todaro, 1996 cited in Docquier and Rapoport, 2012), but has been 
grossly overlooked. One notable exception is Di Maria and Stryszowski (2009) 
that differentiated skills in two types and showed that not all the human capital 
accumulated in view of possible emigration is appropriate for the technology 
available in the source country. The issue was addressed by Chowdhury (2014) 
who argued that migration possibility distorts the formation of human capital 
and may influence the long run composition of a country’s human capital 
endowment. The brain drain/gain theory therefore requires further analysis 
and consideration. 


5 Migration and innovation 

The linkage between migration and innovation is perhaps more important than 
the channel of human capital formation. The recent literature is increasingly 
looking at this linkage, but this matter also has been notified by the earlier work 
of Grubel and Scott (1966). A recent survey of the literature is available at Rashidi 
and Pyka (2013) and the content of this section largely follows that. 

Ozgen et al. (2011) stated that there are there are five mechanisms through 
which immigration may boost innovation. They are (1) the population size effect, 
(2) the population density effect, (3) the migrant share effect, (4) the skill compo- 
sition effect, and (5) the migrant diversity effect. The first two of these effects also 
apply to the domestic population. The other three are specific to immigration 
only. 

The linkage between migration and innovation has been both theoretically and 
empirically well studied, though the latter dominates the former. Lundborg and 
Segerstrom (2002) used a quality ladder endogenous growth model and showed, 
by using computer simulation, that migration from Southern to Northern coun- 
tries increases innovation in the North but decreases in the South. Kuhn and 
McAusland (2009) found that migration benefits the home country consumers 
by improving the design of goods. Chowdhury and Mukherjee (2014) found that 
when the countries trade goods with each other, the migration of skilled people 
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improves the welfare of both the sending and receiving countries by reducing the 
cost of innovation. The result is aligned with the earlier observation of Grubel and 
Scott (1966) who noted that the higher benefit of migration should come from the 
improved research and development in the country of residence. 

A number of recent empirical studies investigate the significance of migration 
on innovation. Many of these empirical studies looked at the effect of immigra- 
tion on innovation in USA. It is well known that the information technology 
industry in USA is largely dependent of immigrant labour forces. Hunt and 
Marjolaine (2010) summarized the contribution of the findings of some other 
studies. As summarized by them, compared to a foreign born population of 12 
per cent in 2000, 26 per cent of US-based Nobel Prize recipients from 1990- 
2000 were immigrants, as were 25 per cent of founders of public venture-backed 
US companies in the 1990-2005 period and founders of 25 per cent of new 
high-tech companies with more than $1 million in sales in 2006. Immigrants 
are over-represented among members of the National Academy of Sciences and 
the National Academy of Engineering, among authors of highly cited science 
and engineering journal articles, and among founders of biotech companies 
undergoing initial public offerings (IPOs). Non-US citizens account for 24 per 
cent of international patent applications from the United States. Immigrants 
are also the best and brightest among the workers of engineering occupations 
(Hunt, 2013). 

Borjas and Doran (2012) in an interesting study opposed this view. They studied 
the effect of the inflows of Soviet mathematics to the USA following the collapse 
of the Soviet Union and found negative productivity effect on those American 
mathematicians whose research overlapped with that of the Soviets. 

Many of the studies only analysed the effect of immigration in the United 
States which is a limiting factor when it comes to the applicability of the results 
in other parts of the world. One, in addition, may also argue that the analysis 
of crowd-out and crowd-in of native innovation due to immigrant innovation 
does not directly analyse the effects of (the event) migration. What are needed 
are studies that can evaluate the effects of the event migration on innovation. 
Fortunately the recent economic literature is paying substantial attention to 
this matter though many still in relation to only the United States, such as 
Stuen et al. (2012) that studies panel data of 2,300 science and engineering 
departments from 1973 to 1998. Their results indicate that foreign doctoral 
students significantly and positively influence publications and citations 
produced by US academic departments. They also have found that diversity 
had a positive and significant effect on both publications and citations. They 
suggested that the enrolment of foreign students increases the diversity of 
the production team and brings in complementary skills together. They also 
suggested that any productivity benefits from the mixing of complementary 
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ideas from different regions may be mitigated by increased communication 
and coordination costs. 

Zucker and Darby (2007) followed the careers of 5,401 star scientists between 
1981 and 2004 listed by the Institute of Scientific Information (ISI) as the most 
highly cited by their peers. They found that the physical presence of star scientists 
is a catalyst for economic improvements. It is not only the immediate contribu- 
tion of immigrants to research activities, but also the spill over effect from the 
foreign star scientists on natives that boosts innovation in the host country. 

A number of recent papers looked at, instead of the USA, some other regions 
and countries of the world. Ozgen, et al. (2011) used a panel of data on 170 regions 
in Europe for the periods 1991-1995 and 2001-2005. Innovation outcomes are 
measured by means of the number of patent applications per million inhabitants, 
and immigration is instrumented by using the locations of McDonald’s restau- 
rants. They found that patent applications are positively affected by the diversity 
of the immigrant community beyond a critical minimum level. In contrast, an 
increasing share of foreigners in the population does not conclusively impact on 
patent applications. Ozgen, et al. (2011) therefore inferred that a distinct compo- 
sition of immigrants from different backgrounds is a more important driving 
force for innovation than the sheer size of the immigrant population in a certain 
locality. Similar observation has been forwarded by Maré, et al. (2011) which 
used the firm level innovation data of New Zealand to examine whether firms 
operating in areas where immigrants form a relatively high proportion of the 
workforce are more innovative than firms in other areas. However, they find no 
robust evidence that the presence of migrants within ten kilometres of a firm 
has an effect on the firm’s innovation outcomes. The authors suggested that New 
Zealand’s relatively small size and low population density may limit the scope 
for spill over. 

The literature on innovation has also looked at cultural diversity. Niebuhr 
(2010) investigated the effects of cultural diversity of the labour force on patent 
applications for a cross-section of German regions and found that differences in 
knowledge and capabilities of workers from diverse cultural backgrounds enhance 
performance of regional research and development (R&D) sectors. The benefits 
of diversity seem to outweigh the costs of communication barriers. Lee and 
Nathan (2010) explored the impact of diversity on innovation in the population 
of London and found significant positive relationships between workforce and 
ownership diversity, and product and process innovation. These provide support 
for the claim that London’s cultural diversity is a source of economic strength. 
Ozgen et al. (2013) found in the Netherlands that firms that employ fewer foreign 
workers are generally more innovative, and the positive impact of diversity on 
product or process innovations is greater among firms in knowledge-intensive 
sectors and in internationally-oriented sectors. Parrotta et al. (2014) investigated 
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how workers’ diversity in cultural background, education and demographic char- 
acteristics contributes to firms’ innovation activities in Denmark. They found 
evidences supporting the hypothesis that ethnic diversity may facilitate firms’ 
patenting activity by increasing the propensity for patent, increasing the overall 
number of patent applications, and by enlarging the breadth of patenting techno- 
logical fields. 

The networks of the immigrants also have become an important topic of study. 
In one important paper, Saxenian et al. (2002) studied the role of networks of 
Chinese and Indian immigrants at Silicon Valley and found that Chinese and 
Indian immigrants have a wide range of professional ties to their native coun- 
tries. Many return to their native countries regularly for business purposes and 
exchange technologies and labour market information with colleagues and 
friends. Some also advise companies, invest in start-ups and venture funds, and 
meet with government officials in their native countries. Many foreign born 
entrepreneurs have set up operations in their native countries to gain access to 
low-cost labour and to access the domestic market. 


6 Migration, trade and foreign direct investment 

Migration is directly related to international trade and foreign direct investment 
(FDI). The reason for this relationship is that the goods and services used in trade 
between countries (and regions) are produced using labour and capital. Migration 
and foreign direct investment changes the quality and quantity of these factors 
of production, and thereby trade in commodities. In addition, migration creates 
demand for new products which in turn generates trade and investment in those 
products. 

Movement of factors can be classified in three types, (1) Inter-industry (2) 
Inter-region, and (3) International. Traditional trade theories have addressed 
the possibility of inter-industry movement of factors and implicitly of the 
inter-regional, but explicit reference to international movement of factors is 
rather limited. Inter-industry movement can be exemplified by referring to the 
Heckscher-Ohlin model, where countries trade according to the factor endow- 
ments (labour and capital) and relative intensities of using those factors in produc- 
tion (e.g. labour intensive agriculture and capital intensive manufacturing). In 
the Heckscher-Ohlin model, if endowment of a factor, say labour, goes up, then 
the country increases the production of the commodity that uses labour more 
intensively (e.g. agriculture) and reduces the production of the commodity that 
uses labour less intensively (e.g. manufacturing). The increase in the production 
of the labour intensive good, in addition, is further enforced by movement of 
capital from the capital intensive manufacturing sector to the labour intensive 
agricultural. 
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Within trade theories, the possibility of inter-regional movement of factors 
has also been to some extent addressed. It is conventional to assume that rural 
areas (sectors) produce agricultural and urban areas (sectors) produce manufac- 
turing commodities. An example of that type of model is the extension of Harris 
and Todaro (1970) in trade theoretic direction by trade theorists (see Section 3). 
Traditional trade models, however, normally assume away the possibility of 
international movement of factors. The Ricardian theory of comparative advan- 
tage states that the countries should produce and export the goods which the 
countries can produce at a relatively lower opportunity cost compared to the 
other countries. The model is inapplicable if labour can move internationally. If 
international movement of labour is allowed, the countries should be, instead of 
comparative advantage, producing and exporting on the basis of absolute advan- 
tage, that is, where cost of production is lower. Ifa country has absolute advantage 
in all goods, then all the labour will be located in that country. In the Heckscher- 
Ohlin model, international movement of factors is possible however; when tech- 
nologies and preference are identical, free movement of factors and commodities 
are analogous. In a world where trade is unrestricted, there exists no incentive for 
the mobility of factors (Razin and Sadka, 1997). Instead factor content of trade 
is often emphasized (Vanek, 1968; Helpman, 1984), that is, the amount of labour 
and capital used in production of traded products. 

The recent globalization however has reduced the barriers and the world is 
increasingly observing direct movement of factors between countries. Recently 
researchers are recognizing the need to address international trade, foreign direct 
investment, and international migration inanintegrated framework. International 
migration obviously changes the size and composition of labour endowments of 
the host and sources countries. Two main strands of this literature are (1) brain 
drain and (2) economics of immigration. We already discussed the brain drain 
literature in detail which looks at the economic cost and benefit of the country 
of emigration. The economics of immigration instead looks at the economic cost 
and benefit of the country of immigration. Gaston and Nelson (2013) provides a 
survey of literature highlighting its link with the trade theory, in particular with 
the Heckscher-Ohlin model. Interested readers may look at that article, and also 
the highly influential works by Borjas (1995) and Friedberg and Hunt (1995). This 
matter will not be discussed here further. 

We instead focus here on other channels through which migration can affect 
trade and investment between countries. It is now generally accepted that the cost 
of international trade (and foreign direct investment) is determined by factors 
such as the cost of obtaining specific knowledge of the foreign markets, foreign 
language ability, trust, and so on, commonly known as transaction costs, in 
addition to traditionally understood factors such as geographical distance and 
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physical infrastructures. The networks of immigrants may reduce transaction 
costs of trade and investment. International migration also impacts on interna- 
tional trade through the consumption (imports) channel, through immigrants’ 
preference for the products of the country of birth. Moreover, the presence of 
foreign-born entrepreneurs boosts the availability of such goods to the native 
customers. The foreign born entrepreneurs may invest in their home countries to 
facilitate production and import of those products from their countries of birth 
(Rauch, 2001; Genc et al., 2011). 

Empirical estimations of these effects are generally regarded as very chal- 
lenging. One of the first attempts to identify the linkage between international 
migration and trade is the pioneering work by Gould (1994) that studied the 
importance of migration networks in determining the trade volume of the US 
with 47 trading partners between 1970 to 1986. He disentangled the network 
effect and taste effect by estimating export and import equations separately with 
the presumption that import should capture a combination of both effects and 
export should only capture the network effect. He found significant effects of 
immigration on both export and import. Rauch and Trindade (2002) estimated 
the effects of Chinese networks on international trade by grouping the products 
as differentiated and homogenous using the data of Chinese population in 64 
counties in 1980 and 1990. They found that the Chinese networks significantly 
affect the trade of differentiated products relative to the homogenous product as 
postulated by the hypothesis that migrant networks facilitate trade in differenti- 
ated products. A number of other studies also looked at the network effect of trade 
which generally have found significant and positive effects. A meta-analysis of the 
above is available at Genc et al. (2011). Egger, et al. (2012) however suggested that 
cross-country network and other effects flowing from immigration materialize a 
significant level for trade if immigrant stock is sufficiently high, but it reaches a 
saturated level as immigrant numbers rise further. 

The research on the linkage between migration and foreign direct investment 
has only started. The literature is interested in (among other thing) identifying the 
complementarity and substitutability of migration and foreign direct investment. 
International economics literature suggests that migration and FDI substitute 
each other in production. Some noted, instead, that migration and foreign direct 
investment can complement each other through agglomeration. Buch et al. (2007) 
found support of agglomeration between immigration and inward FDI in 16 states 
in Germany. Kugler and Rapoport (2007) using a differences-in-differences model 
found that the USA’s outward foreign direct to other counties and migration from 
those countries complement each other. The literature however struggled to tackle 
the endogeneity problem of econometric estimation and some have resorted to 
using instrumental variables. Javorcik et al. (2011), in a highly influential paper, 
used various instruments including the costs of acquiring a national passport. 
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They found positive and significant effects of the presence of migrants in the US 
and the US foreign direct investment in 56 countries around the world. Gheasi 
et al. (2013) estimated the association between migration and FDI by using the UK 
annual data from 2001 to 2007 for 22 countries on the inward volume of FDI and 
for 27 countries on the outward volume of FDI. The study showed a significant 
and positive relationship between migration and FDI, and the results are enforced 
further in the presence of educated migrants. Similar to Javorcik et al. (2011), they 
instrumented migration by the cost of obtaining a national passport in the original 
country, normalized by the country’s GDP per capita. 

An integrated study addressing trade, FDI, and migration is however lacking. 
What is so far missing in the literature is an appropriate theoretical model that is 
capable of analysing the movement of goods, capital, and labour in an integrated 
framework. Without proper theoretical models, the empirical estimations tend 
to appear as ad hoc solutions. It will be interesting to observe how the literature 
evolves in the future to overcome this gap. 


7 Conclusion 

The article aimed to provide an in-depth overview of the economic issues of 
migration. The sections covered issues like nature and facts of migration; deter- 
minants of migration; migrations and development; migration and innovation; 
and migration, trade, and foreign direct investment. The article covers both theo- 
retical and empirical aspects of migration and should be useful for academicians 
and policy makers looking to acquire an in-depth understanding of different 
issues of economic migration. 

Migration, however also has received a significant attention from fields like 
Sociology and Geography. Sociology, among other things, wants to evaluate how 
migration effects the societal composition of sources and destinations. Geography, 
in particular Human Geography, studies how migration affects the popula- 
tion dynamics of sources and destinations. The article, having emphasized the 
economics of migration, could not provide any coverage of the issues addressed 
in Sociology and Geography. The article also did not address the movement of 
refugees which is a truly inter-disciplinary topic involving Economics, Sociology, 
and Geography. Notwithstanding, the authors believe that the readers will find 
the article valuable in migration related future research and policy dialogues. 


Notes 

1. Anasylum-seeker is someone who says he or she is a refugee, but whose claim has not yet 
been definitively evaluated. 

2. Global estimates for the number of internal migrants are very difficult to make because of 
data unavailability and incompatibility of National definitions where data exist. 

3. Migrations and Development Brief 21, October 2013. 
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Abstract 

Trade liberalization is the removal of tariff and non-tariff barriers in trade, basi- 
cally international. This has significant macroeconomic and distributional effects. 
The Heckscher-Ohlin Trade Theorem is the basic theoretical foundation of 
trade liberalization. The Stolper-Samuelson Theorem, Factor Price Equalization 
Theorem, and Rybczynski Theorem also have made contribution in the theory of 
trade openness. 

Several studies exist in analysing distributional impacts of trade openness. 
These studies have cross-country comparisons, country-specific partial analysis, 
and general equilibrium analysis. Although it does not have any robust conclu- 
sion, general system approach is more comprehensive in studying different facets 
of trade integration. More recent studies reveal that trade liberalization of the 
developing world is growth enhancing; however, economic restructuring is 
deemed essential in making the impacts pro-poor. 


Keywords: International Trade, Growth, Distribution, Unilateral Trade 
Liberalization, Exchange Rate Reform 


Trade liberalization is the removal or reduction of barriers in the flow of goods 
and services across the border of economies/countries. This removal is for both 
tariff and non-tariff barriers. Tariff barriers includes duties and surcharges; like- 
wise, non-tariff barriers include licencing rules, quotas, and other requirements. 
The ultimate goal of trade liberalization is free trade. 

Those favouring free trade argue trade as an engine for growth. Moreover, the 
other benefits of free trade are considered as improvement in economic efficiency, 
lower market prices that benefit to consumers, and explore comparative advan- 
tage areas of an economy. Those against free trade blame it for creating unem- 
ployment, flooding of low quality goods and services in markets, and supressing 
endogenous technology in domestic production activities. 
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1. International trade and the world economy 

Since the last couple of decades, trade liberalization has also been considered as 
one of the important policy levers to integrate the activities of the poor in the devel- 
oping world to the global markets and improve their livelihood. Consequently, 
trade liberalization is not only the tool for growth, but also for distribution. Due 
to the increasing integration of the developing world to the global economy, world 
trade has grown approximately by six per cent annually for the last two decades - 
the speed is double to that of the growth of output. Trade among the developing 
countries has also increased significantly - by 40 per cent - over the last two 
decades. 

Although trade has been working as an engine of growth since long past, 
the emphasis on trade for the growth of global economy was mainly after the 
establishment of the General Agreement on Tariffs and Trade (GATT) in 1947. 
Following the establishment of this institution, nine rounds of multilateral 
trade liberalization negotiations have been completed so far. Indeed, the last 
two rounds of negotiation (the so-called ‘Uruguay Round’ and “Doha Round’ 
completed in 1994 and 2008, respectively) led to the establishment of the World 
Trade Organization in 1995 to enhance multilateral trade agreements. However, 
the progress of integration is somewhat uneven around the world - more in Asia 
and less in Latin America. Likewise, progress is also sluggish in Africa and the 
Middle East. In some developing countries, the progress is impressive with a 
dramatic rise in the level of income while in some others the progress is not so 
encouraging with stagnant growth rate and high inequality in income distri- 
bution. Similar is the progress in world trading systems; some countries have 
graduated from exporting primary products to manufacturing products. Thus 
exports of manufacturing products from the developing world have increased by 
80 per cent while others are continuing exports of primary products. The situa- 
tion has become more severe among the latter group of countries if their terms of 
trade has declined with likely decline in their share in international trade. About 
75 developing — including all of the least developed economies — and transition 
economies belong to this category. 


2 The benefits of trade liberalization 

The reason behind the economic success of East Asia is the trade openness 
coupled with inflow of foreign direct investment. The average tariff rate in these 
economies has fallen from 30 to 20 per cent over the past 20 years. The decline 
in the number of absolute poor by about 120 million by this period - 14 per cent 
of the population - was mainly due to the global integration of these economies. 
Similar is the case of India, Vietnam, and Uganda. Experiences of the 1990s and 
2000s show that developing countries that globalized faster also grew faster than 
those which did not. 


Trade Liberalization 395 


2.1 The theoretical base 
David Ricardo was the lead economist in developing the theory of international 
trade. According to Ricardo (1772-1823), countries trade based on the compara- 
tive advantages they possess in producing different goods and services, and trade 
is ultimately motivated by differences in labour productivity using different 
‘technologies’. 

One can see four major theories in international trade: 


Heckscher-Ohlin Trade Theorem 
Stolper-Samuelson Theorem, 

Factor Price Equalization Theorem, and 
Rybczynski Theorem 


Bw nN 


The theoretical basis of trade liberalization is, however, the principle of compara- 
tive advantage developed by Eli Hicksher and Bertil Ohlin known as the Hicksher- 
Ohlin theorem (H-O theorem). The H-O theorem states that if countries enter in 
trade, each country exports the good that makes intensive use of the resource that 
is abundant in that country. Here is the simple generalization of how countries 
engage in international trade: 

For example, there are two countries (A and B), A producing labour intensive 
cloth (C) and B producing capital intensive steel (S), quantities of these products 
being Qc and Qs, and prices Pc and Ps. Total wage to labour and rental income 
to capital are W and R, whereas wage rate and return to capital are w and 1, 
respectively. 
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Figure 20.1. Why do countries begin international trade? 
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In the situation of lack of trade, both countries keep on producing both cloth 
and steel. As relative endowment of labour is more in country A and that of capital 
in country B, cloth remains expensive in country B and steel remains expensive in 
A. However, if trade is liberalized between countries A and B, A exports cloth to B 
and B exports steel to A; likewise, cloth is cheaper in A and steel in B. Along with 
these flows, the price of steel declines in country A and that of cloth in country B. 
This process continues until the relative prices of these products get equalized in 
both countries. In this new equilibrium, the inequality in equation (1) persists as 
countries go on producing goods that use the resources they have in abundance; 
however, the inequality in equations (2) and (3) vanish in new equilibrum after 
trade. 

This is why countries enter trade that benefits both countries, and it is the 
essence of the H-O theory. Although a country as a whole is benefitted from trade, 
there is a possibility of the widening inequalities in income distribution based 
on whether the sector is expanding its market after trade integration. The H-O 
theorem explains the gain from international trade but does not provide the solu- 
tion to curb the potential rise in inequality. Stolper-Samuleson tries to produce 
solution to this problem. Similarly the Factor Price Equalization Theorem and 
Rybczynski Theorem have also stemmed from the H-O theorem. 

The potential gains from removing trade barriers are considerable; however, the 
benefits from trade liberalization depends upon the degree of openness and the 
size of the economy, but the amount ensuing to the developing world would still 
be more than twice the level of aid they are currently receiving. Moreover, devel- 
oping countries would gain more from global trade liberalization as a percentage 
of their GDP than industrial countries due to the smaller size of their economies. 
More specifically, low income countries would gain from the liberalization of the 
agricultural market in industrial countries and industrial countries would gain 
from the liberalization of manufacturing in low income countries. 

This theorem brings us to a conclusion that countries converge to the level of 
per capita income in the long run because of international trade, but this is a very 
fragile trade model with several criticisms. The model was further developed later 
by Paul Samuelson among others; consequently, the new model is now known as 
Heckscher-Ohlin-Samuelson (H-O-S) model. 


3 Can liberalization of international trade boost global economy? 

Despite the prospect of benefit to both the trading partners, there still exists several 
barriers in international trade. Industrial countries have maintained strong protec- 
tion to agriculture with very high tariffs, tariff escalation along with the level of 
processing, and restrictive tariff quotas limiting the amount that can be imported 
at a lower tariff rate. In global trade flows, average tariff protection to agricultural 
products is approximately nine times higher than to manufacturing products. This 
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is mainly in industrialized countries where total agricultural subsidies is about 
two-thirds of Africa’s GDP. This heavy subsidy in agriculture is depressing global 
prices of agricultural products, consequently causing miserable improvement in 
the livelihood of poor farmers in the developing world. Similar is the situation 
in other side. Many developing countries have high tariffs on industrial products 
- three or four times higher than those of industrial countries. Tariffs on agricul- 
tural products are even higher by approximately 18 percentage points. 

In order to harness the potential gain from trade liberalization in line with 
the poverty reduction in developing countries, their exports should have duty- 
and quota-free access to the world markets. The European Union has given privi- 
lege to many developing countries in this regard. In order to make this provision 
more effective, the access to these markets should be permanent, encompass all 
goods and services, and associate simple and transparent rules of origin. This is 
expected to have impact on other domestic economic reforms and effective use of 
debt and aid co-operation. 


4 Reaping the benefits 
Series of multilateral trade negotiations are going on in line with WTO initiative 
after its establishment in January 1995. This global body was born as the successor 
of General Agreement on Tariff and Trade (GATT) established in 1947 to facili- 
tate international trade by gradually removing tariff and non-tariff barriers in 
trade among countries. These initiatives, first by GATT and thereafter by WTO, 
are very much important for providing opportunities to countries gain tangible 
benefits from exports in the market opened by others. Consequently, the mode of 
trade liberalization assures benefit to all of the participating countries. 

These endeavours not only promote international trade, but also make the inter- 
national trading system more transparent and raise also global growth prospects. 
Trade integration of the world speeds up the globalization of various activities. 


5 Contemporary debates on liberalization and reform policies 

Trade liberalization means the removal of tariff and non-tariff barriers in global 
trading systems. Research is going on regarding the modes of trade liberalization 
and their distributional and macroeconomic impacts. 


5.1 Unilateral trade liberalization by the host country 

During the last two decades, many developing countries have undergone trade 
liberalization under the World Trade Organization’s trade reform and the Breton 
Wood Institution’s structural adjustment programme. In this respect, the tradi- 
tional trade theory - that excludes, by assumption, uncertainty and unemploy- 
ment — should have been reassuring, since its most celebrated theorem, the 
Stolper-Samuelson (1941) theorem, predicts that a skill-poor developing country 
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after opening up to international competition will grow more and experience a 
reduction in wage income inequality. 

During the last decade, a number of empirical works have resorted to see 
whether the predicted gains from trade liberalization have materialized. Most 
of these studies find that trade reform is accompanied by productivity growth, 
technology advancement, falling mark-ups, and a reshuffling of resources toward 
more efficient firms; although in some cases the evidences fail to confirm these 
results. Traditional trade theory supports the allocation efficiency argument for 
freer trade in the context of perfectly competitive markets. Since the late 1970s, 
however, the emerging new trade theory has shown that the gains from trade 
originating from specialization according to the comparative advantage are only 
parts of the story since even in the presence of imperfectly competitive markets 
trade liberalization can also bring additional gains by reducing the deadweight 
losses created by domestic firms’ protected market power. In particular, it forces 
firms to lower price-marginal costs and mark-ups, thereby raising firm size and 
scale efficiency. These all ultimately help an economy grow faster (Efipani, 2003, 
p. 2). Recently, it was also shown that in the presence of within-industry firm 
heterogeneity, trade liberalization causes more productive firms to expand at 
the expense of less efficient firms, which either shrink or exit, thereby inducing 
additional efficiency gains. Moreover, trade and investment liberalization may 
foster technology advancement and productivity growth in developing countries 
through several channels. 

In a different strand of thought, the main argument against trade reform in 
developing countries opts for an import substitution industrialization strategy 
to prevent exacerbation of income inequality and consequent deterioration of 
the conditions of the poor in trade liberalization. In particular, these concerns 
regard higher unemployment among workers displaced along with the contrac- 
tion of import competing sectors, greater uncertainty and precariousness of job 
conditions, and the creation of new job opportunities only for the most qualified 
segments of the workforce as the inevitable consequences of trade liberalization. 
Moreover, some also argue dramatic increase in wage inequality. Recent theo- 
retical and empirical literature can explain this puzzling effect. It shows that in 
the presence of imperfect competition markets, increasing returns to scale and 
heterogeneous firms, trade liberalization can indeed exacerbate wage inequality 
even in a skill-poor developing country. Matusz and Tarr (1999), and Bacchetta 
and Jansen (2001) show high adjustment costs and small benefits in trade liberali- 
zation of the developing world. 

Plant-level evidence reveals slightly different results that trade reforms in devel- 
oping countries do not generally bring a sharp contraction of import competing 
skill-intensive sectors rather the trade exposure is associated with greater wage 
volatility and a greater investment in technology and human capital. Trade 
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models based on increasing returns to scale and imperfect competition markets, 
too, can generally explain this evidence. A few papers address related issues from 
different perspectives; for example, Harrison and Hanson (1999) focus on three 
empirical issues concerning the impact of trade reform in developing countries. 
First, they address the question of the weak econometric link between trade policy 
and long-run growth and argue that it may be due to the lack of adequate data 
that trade policy cannot yet be measured adequately. Second, trade reforms have 
small impact on employment. Third, it causes wide inequality in wages. 


5.2 Trade liberalization by the ROW: host country’s perspective 

In the context of freer international trade, an agreement was eventually made in 
1994 asa result of the Uruguay Round of negotiations admitting the end of a long 
and hard road with many limitations in international trade. Since the conclu- 
sion of the Uruguay Round agreement, some progress has been made in giving 
effect to its provisions such as further liberalization within the World Trade 
Organization (WTO) member countries basically with multilateral agreements 
relating to information technology, telecommunications, and financial services. 
WTO has wider terms of reference, greater powers, and a more assured status as 
compared to GATT; therefore, world trade may undergo brisk liberalization in 
coming years. Moreover, the member countries can also strengthen the multilat- 
eral trade and investment system and the rules, understandings, and procedures 
in regional basis in the course to freer international trade. 

Trade liberalization by the rest of the world means the downsizing/removal of 
tax and non-tax barriers in international trade, basically in imports. Both devel- 
oping and developed countries stand to gain welfare in multilateral trade liber- 
alization. Potential welfare results strongly depend on the assumed magnitude of 
trade barriers. Both regional and global multilateral trade liberalizations make 
export performance better for a country such as Nepal, which has limited inter- 
national export markets so far. Regional trading negotiations such as SAFTA; and 
BIMSTEC in which Bangladesh, India, Myanmar, Sri Lanka, Thailand and Nepal 
are the members. 


5.3. Combined trade liberalization by host and the ROW under fixed exchange rate 
According to Rodrik (1993), the theoretical base for the existence of a policy 
dilemma in exchange rate management when trade liberalization is implemented 
simultaneously with stabilization policies is weaker than is usually presupposed. 
A commitment to a pegged exchange rate, if credible, actually solves rather than 
intensifies the potential conflict between trade liberalization and exchange rate 
stability. A depreciation of the real exchange rate will help restore a balance 
between exports and imports since it makes imports dearer and exports more 
profitable in domestic currency. 
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Some countries seek to maintain a fixed exchange rate through the establish- 
ment of a currency board or some other arrangements, for example, Argentina 
and Estonia. In those countries, to constrain output loss, trade liberalization may 
have to proceed at a pace consistent with the feasible rate of real exchange rate 
depreciation. 

Some argue that under a fixed exchange rate regime, significant trade reform is 
possible by the devaluation of domestic currency. An example is that of the West 
and Central African countries that are members of the CFA zone. The currency 
overvaluation in the CFA zone between 1986 and 1994, the example, includes that 
of Cameroon and Ivory Coast that was associated with the lack of economic growth 
while other Sub-Saharan African countries were growing at 2.5 per cent annu- 
ally (Clément, 1994). This lack in economic growth was comparable to the Great 
Depression in the United States (Shatz and Tarr, 2001). Furthermore, a number 
of CFA countries also suffered from increasing poverty (Devarajan and Hinkle, 
1994). After the devaluation of 1994, economic growth resumed strongly. 


5.4 Combined trade liberalization by host and ROW under flexible exchange rate 
According to some strands of thought, for self-sustainability and making 
contribution to an efficient allocation of resources, trade liberalization must 
be supported by a stable macroeconomic environment and a competitive real 
exchange rate. Trade reform works through the transmission of price signals in 
factor, commodity, and money markets. The transmission mechanism, particu- 
larly of the money market, is controlled in a regime of fixed exchange rate. 

A competitive real exchange rate is also crucial to create conditions for 
continued support to the liberal trade policies. With an overvalued exchange rate, 
import competing industries are at a comparative disadvantage, and this gener- 
ates political pressures for protection that are difficult to withstand in the face 
of rising trade deficits and declining foreign exchange reserves. Shatz and Tarr 
(2001) provide a more general treatment in this regard. Initially, trade liberaliza- 
tion is likely to lead to a trade deficit because the rise in imports tends to occur 
faster than the export response. Under a flexible exchange rate regime, the real 
exchange rate will adjust through demand and supply forces and stabilizes at a 
competitive level. 

If historical transition rates regime persist and major political shifts toward 
currency unions do not occur, the number of pegged regimes in emerging markets 
and developing countries is likely to decline further. Thus, although the literature 
seems to offer stronger arguments favouring the idea that fixed exchange rates 
may lead to higher/lower growth rates, the question of whether or not there exists 
a link between regimes and growth can finally be resolved by empirical evidence. 
In this context, it is worthwhile to examine growth and distributional impacts of 
liberalizing the exchange rate system in the wake of trade reform. 
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5.5 Unilateral trade liberalization by the host country and revenue replacement 
from internal sources 

Although the removal of quantitative restrictions, ratification of quotas, or reduc- 
tion of non-tariff barriers all have the advantage of preserving or even increasing 
government revenue in the long run without a major reform of the tax system 
- for example, Ebrill et al. (1999) - in the current terms, many developing coun- 
tries may face a fiscal problem when reducing their tariffs. Furthermore, the 
high proportion of import duties in government revenue of many low income 
countries imply that, should tariffs be completely abolished, many would have 
to extensively revamp their domestic tax systems. UNECA (2003) reports that 
revenue from import duties accounts approximately 2 per cent of their total tax 
revenue in developed countries whereas in Least Developed Countries (LDCs) it 
ranges in between 18 to over 50 per cent. 

Potential revenue shortfalls can undermine economic programmes and may 
result in a reversal of the trade reform itself (Kowalski, 2005). Failure to take fiscal 
constraints into consideration can be one of the principal causes for unsuccessful 
trade reforms. This highlights the need to accompany tariff reforms with policies 
designed to replace any potentially lost tariff revenue, ideally, in a less distor- 
tionary manner. The recent policy advice of the International Monetary Fund 
(IMF) in the area of fiscal implications of trade liberalization stresses the use of 
other taxes as a compensating measure. A shift from trade taxes towards other 
forms of tax such as income, sales, or value added tax (VAT) has already been 
taking place for some time in many countries. In fact, the need to offset revenue 
losses from trade liberalization by strengthening domestic taxation has in many 
cases been a key consideration in the adoption of the VAT (IMF, 2003). 

Shifting the emphasis from trade taxes towards domestic consumption and 
income taxes reflects the view that trade taxes are a relatively inefficient way of 
raising revenue. They distort both consumption and productions decisions and 
apply to a relatively narrow base (Walley, 2002). Since at the aggregate level, net 
trade must close the gap between domestic production and consumption, taxes 
applied to either domestic production, consumption, or both would have the 
advantage of being relatively broadly based as compared to trade taxes. According 
to Keen and Lighthart (2002), it is therefore theoretically possible to switch from 
trade taxes towards consumption or income taxes in such a way that domestic 
production, consumption, and trade are less distorted, the allocation of resources 
and welfare are improved, and revenue unchanged or even increased. These issues 
have formed the basis for the policy advice by the IMF and the World Bank that 
have, for some time now, been advocating and supporting a move towards more 
broadly-based tax systems in developing countries (see WTO, 2003). 

Notwithstanding the theoretical argument for a simultaneous tariff and 
tax system reform, there exists a considerable controversy with respect to the 
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feasibility of such a strategy in developing countries whose ability to replace tariffs 
with indirect taxes has been questioned on structural and political-economy 
grounds; for example, see Tanzi and Zee (2000), Khattry and Rao (2002), and 
Moutos (2001). In the communication between the WTO and the IMF, WTO 
(2003) argues that there is, in principle, no great difficulty in devising a policy 
mix that replaces tariffs by indirect taxes in such a way as to preserve the revenue 
without jeopardizing other economic and social objectives. The same communi- 
cation also points to the fact that many countries already have functioning VAT 
systems in place and they are best placed to replace import duties with VAT reve- 
nues. Nevertheless, even in these cases, the existing systems may need strength- 
ening to ensure effective collection at higher rates. 

Khattry and Rao (2002) and Tanzi and Zee (2000) argue that reliance on tariff 
revenues will be higher in agricultural economies where the income bases are 
difficult to assess and tax enforcement is also difficult. Low urbanization also 
causes the reliance on indirect taxation but at the same time reduces the capacity 
to tax collection. Inefficient, under-funded, and corrupt tax administration may 
not be able to assess and collect broad based tax liabilities while trade taxes are 
relatively easy to assess through monitoring of entry and exit of goods. Large 
informal sector activities and occupations, domination of small establishments, 
small share of wages in total national income, and small shares of total consumer 
spending made in large modern establishments all reduce the possibility of relying 
on certain modern taxes such as personal income tax or, to a much lesser extent, 
value added tax (Tanzi and Zee, 2000). 

In addition to the strategic issues while replacing tariff revenue by domestic 
taxes, there are additional concerns as well. As far as a shift from trade to other 
forms of taxation is concerned, there are pros and cons to both indirect and 
direct taxes to rely on them for the revenue replacement. Indirect taxes, which 
shift the overall tax burden from factors of production (labour and capital) to 
consumption, are believed to be associated with higher employment, saving, and 
investment thereby positively affecting the economic development (Kowalski, 
2005). Moreover, they are also perceived as more effective in correcting market 
failures such as controlling the environmental degradation. In many coun- 
tries, these taxes can be revised more easily than direct taxes, and thus, they 
are considered as a more flexible way of raising revenue. Finally, indirect taxes, 
which are on spending, are also less costly to collect and administer. An argu- 
ment against indirect taxation, however, is that it tends to be regressive - a 
uniform tax rate applied on consumption of particular good disfavours those 
with lower income who spend a higher proportion of their income on consump- 
tion. Direct taxes tend to be expressed as a percentage of income with progres- 
sive bands so that the proportion of the income paid on taxes increases with 
income. 
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6 Trade liberalizations and their distributional impacts: empirics 

The global economy has undergone increasing liberalization - both of factor 
and product markets - during the last two decades. Developing economies are 
becoming more open; modes of production especially with factor contents and 
technologies as well as the patterns of income distribution are also changing over 
time. 

The liberalization drive in the developing world was basically led by the IMF/ 
World Bank’s Structural Adjustment Programme from the mid-1980s. The 
external sector liberalization is considered to integrate the domestic economy to 
the rest of the world and is therefore sometimes synonymously understood as 
globalization. To be more specific, many empirical papers have regarded trade 
liberalization as globalization whereas some others like Milanovic (2005a) have 
regarded capital account liberalization as globalization. However, globalization 
refers to both of these phenomena. 

Three groups of empirical studies exist on trade liberalization and its distribu- 
tional impact mainly in developing countries: (1) cross-sectional cross-country 
regression analysis, (2) partial analysis of trade and its distributional impact for 
selected countries, and (3) general equilibrium analysis for specific countries. 

Deininger and Squire (1996) prepared a first consistent database that opened 
the way for a series of influential econometric studies across countries. Edwards's 
(1997) analysis shows no relationship between the two ends. The regression of 
the change in the Gini index between the 1970s and the 1980s on a dummy indi- 
cating whether or not a country had engaged in trade liberalization as measured 
by the average black-market premium or the average collected tariff ratio helped 
Edwards reach this conclusion. 

However, according to the panel data on skill intensities used by Spilimbergo 
et al. (1999), land and capital intensive countries had less equal income distribu- 
tion while skill intensive countries a more equal income distribution following 
the trade openness. 

Atkinson (2003) revealed a decrease in inequality in the wake of globalization, 
more specifically after the Second World War and again a rise in inequality around 
the 1980s. This confirmed the ‘U-turn’ hypothesis. Other studies that reached 
similar results through different specifications, time periods, and data include 
Londono (2002), Green and Dickerson (2001), and Dollar and Kraay (2002). In 
terms of education categories, according to Berman et al. (2003), more liberal 
trade regimes did not have an impact on wage differentials in Latin American 
countries but financial liberalization and high-technology exports coupled 
with liberal trade regime contributed to the rising inequality. However, Rajas- 
Romagosa (2005) showed positive but insignificant impact of trade openness in 
reducing inequalities in low-income countries. 

Mainstream economists and international financial organizations claim that 
trade liberalization and factor mobility have caused higher economic growth 
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and reduced poverty in those countries which have successively integrated them- 
selves into the world economy (World Bank, 2002). Dollar and Kraay (2002) also 
found that inequality between the population-weighted mean incomes of the 
globalizing countries declined substantially between 1975 and 1995. In a global 
context, Milanovic (2005b), however, finds a sharp increase in inequality between 
1988 and 1993 and then moderate decline during the next five years. Similar is the 
conclusion of Sala-i-Martin (2002) and Bhalla (2002). Contrary to these, Lundberg 
and Squire (2003) and Barro (2000) find that their preferred measure of openness 
has measured increasing inequality in low-income countries. On a similar front, 
Milanovic and Squire (2005) demonstrated that trade openness is associated 
with higher inter-occupational and inter-industry inequality in poorer countries 
(those below the world medium income) and the reverse in richer countries. 

The general impression from a review of these cross-country regressions is that 
the results of distributional effects of more trade are very mixed. The pooling 
of observations of developed and developing countries in a single regression 
analysis can throw only limited light on the mechanisms that couple trade to 
distribution. 

The second group of empirical studies are country specific partial analysis 
of liberalization on growth and distribution. Trade reform along with foreign 
direct investment, export orientation, and technological change had increased 
wage-inequality in Mexico and other middle-income countries (Hansen and 
Harrison, 1999; and Robertson, 2000). Bayer et al. (1999) also find a similar effect 
of trade reform in Chile through the expansion of skill-intensive and resource- 
based industries. Robbins and Gindling (1999) consider these phenomena as the 
outcome of the relative demand for more-skilled workers with the example from 
Costa Rica. Vos and Jong (2000) come up with similar conclusion for the case of 
Ecuador. 

Wei and Wu (2001) constructed a series of urban-rural income ratio for about 
100 Chinese cities (urban areas and adjacent rural counties) over the period of 
1988-1993. The cities that experienced a greater degree of openness in trade 
also tended to demonstrate a greater decline in urban-rural income inequality. 
Likewise, Harrison et al. (2002a) illustrated two approaches to design trade liber- 
alization in Turkey which could ensure that the poor will not lose. This approach 
was followed with the assumption that trade liberalization results in aggregate 
welfare gain over all households but with the high possibility that the poorest 
households would lose. The first of the two approaches proposed was the direct 
compensation to losers. The second approach used limited policy reform, where 
exceptions to the across-the-board reform were chosen to meet the equity goal. 
In each case, the authors mapped out some of the efficiency costs of attaining 
these equity goals so as to inform policy makers about the least-cost for attaining 
them. 
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The impact of opening trade also varies across regions of the same country. 
Hanson (2004) finds that labour income in low-exposure states in Mexico fell 
short to high-exposure states by 10 per cent and the wage poverty! in low expo- 
sure states increased relative to high-exposure states by 7 per cent after the trade 
liberalization. Ravallion and Lokshin (2004) have also shown that the rural poor 
are worse off on average after trade policy reforms. Bruno et al. (2004) explain 
this outcome as an effect of poor human development, lack of competitiveness, 
and the less efficient traditional technology in domestic production that allow the 
external forces that come up with trade liberalization ruin the domestic economy 
of the developing world, especially that of the rural sector. 

The above review of country studies is helpful in illustrating the bind of condi- 
tions, much among that exist in specific countries and regions within a country, 
which can lead to positive or negative redistribution effects of trade. An in-depth 
country specific approach is more relevant than a cross-country regression anal- 
ysis in gauging the relationship between trade and distribution. 

The third group of empirical studies consists of country studies with general 
system analysis. These are mostly based on CGE models. 

According to Decaluwé, et al. (1998), unilateral trade liberalization also had 
negative consequences on all household incomes. With the new distributions and 
poverty line following the deterioration of the terms of trade, the study indicated 
a drop in all household incomes and rise in poverty. 

The dynamically recursive general equilibrium model for Morocco by 
Lofgren, et al. (1999) examined alternative trade and domestic policy scenarios 
involving the implementation of the EU Association Agreement for the period 
of 1998-2012. The tariff unification had small aggregate effects whereas the 
removal of non-tariff barriers had strong positive aggregate effects. However, 
trade liberalization appears to disfavour the rural poor, especially in rain-fed 
areas. With a non-distorting transfer programme such as compensation to the 
owners of rain-fed resources and skill upgrade for the rural labour force, trade 
liberalization could increase the welfare of all household groups significantly 
and rapidly. 

Using the Global Trade Analysis Project (GTAP) as the price generator, 
Devarajan and Mensbrugghe (2000); Hertel et al. (2000); and Ianchovichina et al. 
(2001) used a two-step computationally simple procedure to examine the effects 
of Mexico’s potential unilateral tariff liberalization. Using differential tariff struc- 
ture quite appropriately (almost zero for NAFTA members and higher tariffs for 
non-members), simulation results confirmed that the impact of tariff reform on 
welfare would be positive in general for all expenditure deciles. Moreover, when 
non-homothetic individual preferences were modelled, trade liberalization had a 
good prospect of benefiting people in the poorer deciles more than those in the 
richer ones. 
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Hosoe (2001) simulated the effects of Uruguay Round (UR) negotiations and 
Free Trade Agreement (FTA) with the European Union on Jordan’s economic 
growth; the UR would bring about trade expansion effects whereas FTA the trade 
diversion effects. The chemical and the agricultural sectors would expand while 
the non-metal mineral sector would contract. In total, the overall effect of the trade 
liberalization was confirmed expansionary. Similar is the conclusion reached by 
Harrison et al. (2002) in case of Brazil. The study shows that the MERCOSUR 
(regional trade agreement among Brazil, Paraguay, Uruguay and Argentina), 
FTAA (Free Trade Agreements of the Americas), and free trade with EU could 
be expected to result in gains to Brazil. The agreement with the EU seemed 1.5 
times more valuable than that of FTAA due to access to highly protected agricul- 
tural markets in the EU. The combined gain from both agreements was estimated 
greater than the gains obtained from the sum of the agreements separately due 
to a reduction of trade diversion. In most of the trade policy options, the authors 
evaluated regional, multilateral, or unilateral, trade liberalization could result in 
a progressive distribution of the gains towards poorer households because trade 
policy changed towards labour intensive agriculture. 

There was no contradiction between more rapid growth - largely a function 
of more rapid productivity growth - and improved welfare for the poor in Egypt 
(Lofgren, 2001). The results indicated that pro-poor redistribution of land and 
human capital assets could have been a particularly effective tool if Egypt had 
prioritized more strongly to improve the welfare of the poor and reduce inequali- 
ties. Compared to pro-manufacturing policies, pro-agricultural policies have a 
more positive impact on household welfare in general and that of the poor in 
particular. There is a significant synergy between a pro-agricultural shift in 
productivity growth, improved market access for agricultural exports, and 
reduced transactions costs in foreign trade to reduce the inequality. Furthermore, 
E]-Said, et al. (2001) assessed the effectiveness of the targeted sector development 
approach and more broad-based development approach to the welfare of the poor. 
Technological advancement was separately targeted to three sectors: agriculture, 
food processing, and textiles. When agricultural exports remained relatively low, 
promoting the Egyptian textile sector would bring a win-win scenario in terms 
of rapid growth and equity. A crucial policy objective for achieving rapid and 
egalitarian growth for the Egyptian economy was considered the ability to secure 
improved access to international textile markets and the successful expansion of 
agricultural exports. 

Thurlow and Seventer (2002) simulated the impact of a range of policy levers 
including increased government spending, the elimination of tariff barriers, and 
an improvement in total factor productivity on growth and distribution. Despite 
mixed results concerning changes in household income distribution, the impact 
of expansionary fiscal policy appeared to be growth enhancing. Additionally, a 
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complete abolition of import tariffs also appeared to generate higher GDP growth, 
with negative and positive consequences for aggregate manufacturing and serv- 
ices, respectively. Finally, an increase in total factor productivity was growth 
enhancing, with the most positive results derived under neoclassical assumptions 
of the macroeconomic adjustment mechanisms. 

In the case of Zimbabwe, while simultaneously implementing trade liberali- 
zation, maize price decontrol, and income tax adjustment, there were scopes to 
substantially increasing GDP, foreign trade, and more equity oriented household 
income distribution relative to the scenario of zero fiscal deficits only (IFPRI, 
2003). Thus, the real effect of a contractionary fiscal policy could be effectively 
swamped by the economy-wide impact of the trade liberalization package. 
Furthermore, it was indicative of the central role of agriculture in achieving equi- 
table growth in Zimbabwe. 

Although Reimer (2002) made a comprehensive literature survey of the 
evidence on the impact of trade liberalization on poverty, he could not find a 
simple generalization about the relationship between them. However, Cororaton 
(2003), using data from 24,797 households from the Philippines, carried out a 
comprehensive poverty and income distribution analysis and could conclude 
that poverty falls in the Philippines after a complete tariff reduction, but income 
distribution worsens. 

Hertel et al. (2003) have emphasized the differential short run impacts of 
multilateral trade liberalization on poverty across countries, across strata, and 
within strata, thereby highlighting the links between the structure of poverty and 
the national impacts of trade liberalization. In the long run, when self-employed 
workers, land, and capital investments are able to fully adjust to the trade policy 
shock, the results can be significantly altered. In Thailand, the very sharp rise 
in staple grains prices following global trade liberalization pushed more non- 
agricultural households into poverty, and this effect dominates the reduction in 
poverty among agriculture-specialized households. On the other hand, in the 
case of Mexico, poverty falls despite the decline in per capita income following 
global trade liberalization. This is due to the decline in food prices that results 
from lower cost imports. 

Complete removal of tariffs favours export-oriented sectors along with the 
increase in imports (Chitiga et al., 2005). The unskilled labour used inten- 
sively in agriculture, mining, and services benefit from this policy. Most of the 
manufacturing sectors shrink, leading to a fall in demand for skilled labour 
and capital. Returns to land increase as agricultural exports expand. Overall 
consumer prices fall and consumption expenditures also fall in the economy. 
Simulations show the reduction of poverty in the economy, more in urban than 
in rural areas. However, the income distribution pattern hardly changes (Chitiga 
et al., 2005, pp. 20-21). 
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Following the Decaluwé et al. (1998) model, Boccanfuso and Savard (2005) 
linked recent and ongoing tariff affecting the groundnut industry directly or indi- 
rectly in Senegal; the removal of specific import taxes would be positive for the 
households because of the domination of the income effect by the price effect. 

In developing a tractable methodology to estimate the global impact of poverty 
in a wide range of countries, Hertel et al. (2004) considered three tools for analysis: 
(1) detailed earnings data from household surveys, (2) an econometrically esti- 
mated demand system that reflects the changes in consumption patterns across 
the income spectrum and provides a natural vehicle for analysis of household 
welfare and poverty, and (3) a micro-macro consistent framework for projecting 
the price impacts of global trade liberalization. Studying Indonesia’s national 
poverty headcount, a more complex set of impacts appeared among different 
groups. In the short run, the poverty headcount rose slightly for the self-employed 
and agricultural households as the rise in farm profits was outpaced by consumer 
prices. However, in the long run, the poverty headcount fell for all strata since 
the increased demand for unskilled workers raised incomes for the formerly self- 
employed, some of whom moved into the wage labour market. 

Valenzuela et al. (2005) confirmed a positive effect of historically observed 
annual growth in agricultural productivity on poverty reduction for all of the 
11 developing countries used in the study. Nonetheless, this growth could be 
redirected into different production sectors in agriculture for additional poverty 
reduction in the range from 4 per cent in Bangladesh to 59 per cent in Indonesia. 
Changing the momentum of the historical trend in the growth of productivity in 
agriculture could be a viable instrument in the fight against poverty. According 
to Valenzuela and Hertel (2006), in countries exhibiting an increase in poverty in 
the short-run but expected to face a reduction in the medium-term, the effective 
policy would be to devise some sort of safety net mechanism oriented to help the 
lowest income households following the adjustment to trade reform. For coun- 
tries showing a discernible increase in poverty in the short-run, and for which 
there are predictions of increasing poverty in the medium-term, trade liberaliza- 
tion may not be the best alternative. In these instances, the policy implication is 
to allow for longer phases of reform implementation in combination with specifi- 
cally targeted support of low-income households. 

Trade reforms are most likely to have pro-poor impacts when the developing 
country concerned has an economic structure that predicts stable or declining 
poverty in the foreseeable future. Acharya (2012) made a series of simulation 
exercises in exploring pro-poor growth impact of trade liberalization with and 
without exchange rate reform. Trade and budgetary reforms are required to be 
in sequential order to have higher growth, but economic restructuring is deemed 
essential to have pro-poor distribution. 

To summarize, economic liberalization brings both pro-poor and anti-poor 
growth effects as well as economic expansionary and contractionary forces in 
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motion. The effects in the long and short run periods may differ and the relative 
strengths of these forces determine the change in economic welfare of different 
income groups. Review of the substantial empirical research during the past two 
decades does not easily lead us to any robust conclusion regarding the relation- 
ship between globalization and inequality. As was apparent from the literature 
review of cross-country regression analysis, the combination of complex but 
partial phenomena, choice of variables, and data inadequacies have rendered the 
empirical works both hazardous and partial. In-depth country specific studies 
of the phenomena are more helpful in giving an insight on the particular condi- 
tions that generate positive or negative redistribution effects of more trade. In 
this respect, the general system approach is more useful than a partial approach. 
The former approach allows a study to accommodate more facets of the trade- 
distribution phenomena in a constrained framework of the whole economy and 
makes it possible to appraise alternative policy paths towards achieving pro-poor 
growth under trade openness. 


Note 
1. The fraction of wage earners whose labour income would not sustain a family of four at 
above poverty consumption levels. 
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Foreign Direct Investment in Transition Economies 
of Europe and the Former Soviet Union 
Godwin Okafor and Allan Webster 


Abstract 

This chapter looks at key issues concerning inward foreign direct investment (FDI) 
in transitional countries from Europe and Central Asia. It considers the impor- 
tant determinants and influences for inward FDI in these economies. A number 
of key determinants of inward FDI such as market size, natural resource endow- 
ments, and institutional quality are considered and found to be of importance. It 
also examines the contribution of inward FDI to the process of economic transi- 
tion. The contribution of inward FDI to economic growth is examined. Although 
the connection between economic growth and inward FDI is more complex than 
might be expected, evidence does indeed suggest a strong association between 
the two in transitional countries. Finally, structural change is an important part 
of the process of economic transition, and in this too inward FDI has at least a 
significant potential contribution to make. 


1. Introduction 

Economic theory relating to both economic development and economic transition 
has for long seen an important role for inward FDI. In the earliest and simplest 
versions of this point of view, investment is critical for both growth and structural 
change. Inward FDI helps this process by increasing available funds beyond those 
available from domestic sources. A more modern view of FDI emphasizes the 
role of FDI in the transfer of know-how rather than in the transfer of capital. It 
sees the firm specific (ownership) advantages of foreign owned firms being based 
in knowledge and related intangible inputs such as marketing skills, produc- 
tion techniques, brand names, and the like as well as technology. In this view 
the key contribution of inward FDI would be the transfer of these advantages to 
production in transitional countries. Although much of the theory emphasizes 
the contribution that FDI should make to transitional economies, the empirical 
evidence for this is not as conclusive as might be expected. In large part this is 
because the observable effects of inward FDI in transitional countries has been 
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under researched. But it is also partially attributable to some inherent difficulties 
with both the theory and evidence. 

This chapter reviews the literature on Foreign Direct Investment (FDI) with 
special reference to transition economies in Central and East European (CEE) 
and the former Soviet Union (FSU) countries. Over the past two decades there has 
been a growing literature on FDI in transition economies. This is not surprising 
given the evidence that FDI has facilitated the transition of these countries to a 
market economy (Estrin and Uvalic, 2014). Besides the financial resources, invest- 
ment, technology, and access to markets that come along with FDI inflows into 
transition economies, FDI has also strengthened the private sector and reduced 
the macroeconomic distortions often experienced during the centrally planned 
systems (Kalotay, 2010). This chapter is divided into three broad sections. Firstly, 
some of the determinants of FDI in CEE and FSU countries will be discussed. 
Secondly, the impact of FDI on economic growth and structural change in these 
countries is examined. The final section provides overall conclusions. 


2 Some determinants of FDI in transition economies of Europe and the 
former Soviet Union 

Theoretically, FDI is expected to flow from developed economies into developing 
economies that are politically stable and less corrupt, endowed with human 
capital, and have access to huge domestic and regional markets. However, addi- 
tional factors such as economic environment (tax regime) and natural resources 
can be particularly important for FDI in transitional economies (Lansbury 
et al., 1996). These factors are all supported by the locational hypothesis of the 
ownership, location, and internalization (OLI) paradigm which was proposed by 
Dunning (1977). The argument is that one of the decisions for firms to invest 
abroad is based on the locational advantages of the host country. 


2.1 FDI and political instability 

Some transition economies in Central and East European countries (CEEC) and 
the former Soviet Union have been characterized by repeated cycles of political 
instability which is different in nature from those faced by other countries. These 
cycles of political instabilities arise due to uncertainties about the evolution of 
democracy, the effectiveness of governments, and the danger of social unrest. In 
addition, transition economies in the Balkans have experienced another different 
kind of political risk which is triggered by factors such as actual or potential 
warfare, tensions along ethnic lines, and foreign military interventions (Brada 
et al., 2006). Pye (1998) examined the major determinants of Western FDIs into 
Central European countries over the period of 1989-1996 and concluded that 
political stability assumed an important factor in the decision making process of 
foreign investors. 
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According to Szanyi (1995), the internal and external political stability that 
Hungary experienced was responsible for it recording the highest amount of FDI 
inflows within the CEEC and FSU. The unprecedented inflows occurred regard- 
less of the fact that Hungary is not the most attractive location for inward FDI 
in terms of market size and infrastructure. Surprisingly, the graph below shows 
a very weak correlation between FDI inflows and political stability in CEEC and 
FSU countries. However, correlation between two variables might tell very little 
information when other variables have not been controlled for. Another conclu- 
sion to this weak correlation could mean that foreign investors when compared 
to the early years of transition period now view political stability to be of little 
importance when making investment decisions. 


2.2 FDI and corruption 

According to Cuervo-Cazurra (2008), transition economies have recorded high 
levels of FDI inflows regardless of their high levels of corruption. This is some- 
what surprising as it challenges existing theoretical arguments. Plausible reasons 
to support this argument are that unlike other countries, corruption in transition 
economies where regulations are poorly designed or absent allows for the replica- 
tion of market mechanisms. Also, corruption in transition economies can act as 
‘lubricant’ in facilitating severe bureaucratic transactions. However, the empirical 
results from the study do not entirely support this argument. Whilst pervasive 
corruption has a deterrent effect on FDI, arbitrary corruption (corruption that is 
uncertain) does not have such deterrent impact. That is, only arbitrary corruption 
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Figure 21.1 Correlation between political stability and FDI 
Source: World Governance Indicators, 2014. FDI (in $1billion) against political stability (in %). 
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Figure 21.2 Correlation between corruption control and FDI 


Source: World Governance Indicators, 2014. FDI (in $1billion) against corruption control (in %). 


partially supports the ‘lubricant’ effect argument. Pournarakis and Varsakelis 
(2004) also found an insignificant relationship between corruption and FDI in 
11 transition economies when they investigated the impact of geography, integra- 
tion, and institutions on FDI inflows. The graph below shows a very weak correla- 
tion between control of corruption and FDI. 


2.3 FDI and natural resources 

Natural resources could be an important driver of FDI because of the desire 
of multinational enterprises (MNE) to access cheaper factor inputs. Natural 
resources are also of importance to FDI because their explorations serve both 
domestic and foreign markets. When a country possesses comparative advan- 
tage based on factor endowments such as natural resources, then inward FDI 
will most likely be influenced, particularly by those firms that extensively use 
this factor endowment (Gonchar and Marek, 2014). According to Tondel (2001), 
International Monetary Fund (IMF) estimates showed that over 75 per cent of 
FDI in Kazakhstan and Azerbaijan went to the oil and gas sectors. In particular, 
30 cents of every dollar invested in other parts of the Azerbaijan economy was 
related to investments in the oil and gas sectors. 

In a study by Gonchar and Marek (2014) on the effects of various regional 
characteristics upon the decision of foreign firms to enter and invest in Russian 
regions, factor endowments created by natural resources was found to be impor- 
tant in explaining geographical patterns of FDI. Campos and Kinoshita (2003) 
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examined the importance of agglomeration economies and institutions in rela- 
tion to factor endowments (natural resources). The study concluded on a posi- 
tive relationship between natural resources and FDI in their sample of transition 
economies. Available data on oil and gas reserves theoretically support these 
studies. Tables 21.1 and 21.2 show oil and gas reserves in the CEEC and FSU 
countries respectively over the period of 1990-2010. Table 21.3 shows that only 
Estonia recorded high inflows of FDI without having any reserves of oil and gas. 


2.4 FDI and market size 

The impact of market size and FDI has been firmly established in the literature as 
one of the important factors in determining the choice of location for affiliates of 
multinational enterprises. Host countries with small market sizes but good access 
to international and regional markets may also appeal to foreign investors. Some 
studies on FDI in CEE and FSU countries have suggested that the motives behind 


Table 21.1. Crude oil reserves (billion barrels) 


Countries 1990-1995 1996-2001 2002-2007 2008 2009 2010 2011 2012 
Albania 0.165 0.165 0.1760433 0.19914 0.19914 0.19914 0.19914 0.19914 
Armenia - 0 0 0 0 0 0 0 
Azerbaijan - 1.178 6.0296667 7 7 7 7 7 
Bulgaria 0.015 0.015 0.015 0.015 0.015 0.015 0.015 0.015 
Belarus - 0.198 0.198 0.198 0.198 0.198 0.198 0.198 
Czech Republic = 0.0105 0.015 0.015 0.015 0.015 0.015 0.015 
Estonia - 0 0 0 0 0 0 0 
Georgia - 0.035 0.035 0.035 0.035 0.035 0.035 0.035 
Croatia 0.154463333 0.090631667 0.079735 0.07915 0.0793 0.07335 0.071 0.071 
Hungary 0.1441575 0.121115 0.09017 0.02018 0.02018 0.02657 0.02657 0.03172 
Kazakhstan - 5.417 11.902833 30 30 30 30 30 
Kyrgyz Republic - 0.04 0.04 0.04 0.04 0.04 0.04 0.04 
Lithuania - 0.012 0.012 0.012 0.012 0.012 0.012 0.012 
Latvia - 0 0 0 0 0 0 0 
Moldova - 0 0 0 0 0 0 0 
Macedonia, FYR 0 0 0 0 0 0 0 0 
Poland 0.0360775 0.076015 0.0994633 0.09638 0.09638 0.09638 0.09638 0.155 
Romania 1.4127 1.51607 0.89635 0.6 0.6 0.6 0.6 0.6 
Russian Federation - 48.573 58.0955 60 60 60 60 60 
Slovak Republic - 0.009 0.009 0.009 0.009 0.009 0.009 0.009 
Slovenia 0 0 0 0 0 0 0 0 
Tajikistan - 0.012 0.012 0.012. 0.012 0.012 0.012 0.012 
Turkmenistan - 0.546 0.555 0.6 0.6 0.6 0.6 0.6 
Ukraine - 0.395 0.395 0.395 0.395 0.395 0.395 0.395 


Uzbekistan = 0.594 0.594 0.594 0.594 0.594 0.594 0.594 


Source: US International Energy Statistics. 
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Table 21.2 Natural gas reserve (trillion cubic feet) 


Countries 1990-1995 1996-2001 2002-2007 2008 2009 2010 2011 2012 
Albania 0.333666667 0.09 0.0766667 0.03 0.03 0.03 0.03 0.03 
Armenia - 0 0 0 0 0 0 0 
Azerbaijan - 44 25.733333 30 30 30 30 30 
Bulgaria 0.249 0.198333333 0.2083333 0.2 0.2 0.2 0.2 0.2 
Belarus - 0.1 0.1 0.1 0.1 0.1 0.1 0.1 
Czech Republic - 0.14 0.14 0.14 0.14 0.14 0.14 0.14 
Estonia - 0 0 0 0 0 0 0 
Georgia - 0.3 0.3 0.3 0.3 0.3 0.3 0.3 
Croatia 1.272666667 1.082333333 1.0448333 1.008 1.08 1.08 0.88 0.88 
Hungary 3.632333333 3.107166667 1.068 0.286 0.286 0.286 0.286 0.283 
Kazakhstan - 65 70.833333 100 85 85 85 85 
Kyrgyz Republic - 0.2 0.2 0.2 0.2 0.2 0.2 0.2 
Lithuania - 0 0 0 0 0 0 0 
Latvia - 0 0 0 0 0 0 0 
Moldova - 0 0 0 0 0 0 0 
Macedonia, FYR 0 0 0 0 0 0 0 0 
Poland 5.427 5.202833333 5.7061667 5.82 5.82 5.82 5.82 3.355 
Romania 6.787 13.43333333 3.3321667 2.225 2.225 2.225 2.225 2.225 
Russian Federation - 1700 1680 1680 1680 1680 1680 1680 
Slovak Republic - 0.53 0.525 0.5 0.5 0.5 0.5 0.5 
Slovenia 0 0 0 0 0 0 0 0 
Tajikistan - 0.2 0.2 0.2 0.2 0.2 0.2 0.2 
Turkmenistan - 101 80.833333 100 94 265 265 265 
Ukraine - 39.6 39.5 39 39 39 39 39 
Uzbekistan - 66.2 66 65 65 65 65 65 
Source: US International Energy Statistics. 

Table 21.3 Mean oil reserves, gas reserves and FDI inflows, 1990-2012 

Countries Mean Oil Reserve Mean Gas Reserve Mean FDI 
Albania 0.187717917 0.081291667 0.39582 
Armenia 0 0 0.28113 
Azerbaijan 6.029666667 25.73333333 2.54279 
Bulgaria 0.015 0.206958333 0.73072 
Belarus 0.198 0.1 2.40851 
Czech Republic 0.014357143 0.14 1.58609 
Estonia (0) (0) 4.82366 
Georgia 0.035 0.3 1.03769 
Croatia 0.08732875 1.040979167 0.64677 
Hungary 0.060082813 1.1543125 9.18523 
Kazakhstan 23.90283333 82.26190476 5.20834 
Kyrgyz Republic 0.04 0.2 0.15797 
Lithuania 0.012 0 0.64022 


Continued 
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Table 21.3. Continued 


Countries Mean Oil Reserve Mean Gas Reserve Mean FDI 
Latvia 0 0 0.74581 
Moldova 0 0 0.25073 
Macedonia, FYR 0 0 0.15343 
Poland 0.094009479 5.371375 8.54496 
Romania 0.85314 4.3346875 3.17036 
Russian Federation 58.0955 1682.857143 20.00709 
Slovak Republic 0.009 0.507857143 1.88652 
Slovenia 0 0 0.52341 
Tajikistan 0.012 0.2 0.08953 
Turkmenistan 0.585857143 167.2619048 0.99995 
Ukraine 0.395 39.15714286 3.28538 
Uzbekistan 0.594 65.31428571 0.37707 


Source: US International Energy Statistics. Mean FDI (in $US billion); Mean Oil Reserves (in billion 
barrels); Mean Gas Reserves (in trillion cubic feet). 


the presence of foreign investors in these countries are partly due to new market 
opportunities for their products. In most empirical studies, GDP per capita is 
used to proxy actual demand while population is used to proxy absolute market 
size (Resmini, 2000). Carstensen and Toubal (2004) examined the determinants 
of FDI in CEECs and found that the relatively high market potential of these 
countries was attributable to the substantial positive effect of market size on FDI. 
Chidlow et al. (2009) also found positive significant relationships between market 
seeking factors and inflow of FDI into regional levels of Poland. Table 21.4 shows 
that on average, CEECs and FSU countries with high inflows of FDI tend to have 
larger market size as measured by GDP per capita and population size; however, 
the latter measure (which captures absolute market size) seems to have a larger 
association with FDI inflows. 


2.5 FDI and human capital 

In the theory of FDI, the availability of human capital is presumed to induce 
investment through a direct effect of upgraded skill level of the workforce and/ 
or through an indirect effect such as improvements in the socio-political stability 
and health. Adult literacy is the most widely used indicator to capture the aspects 
of human capital because of its availability and relative ease when comparing 
across different countries and regions (Miyamoto, 2003). The CEECs and FSU 
countries are known to possess high literacy levels. Castiglione et al. (2012) exam- 
ined the factors that attract FDI into different Russian regions and found that the 
quality of workforce was positive although marginally significant. They argued 
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Table 21.4 Mean population size, GDP per capita, and FDI inflows, 1990-2012 


Countries Mean Population Mean GDP per Capita Mean FDI 
Albania 3.0615 2007 0.39582 
Armenia 3.1305 1426 0.28113 
Azerbaijan 8.1587 2150 2.54279 
Belarus 7.9996 3190 0.73072 
Bulgaria 9.8806 2844 2.40851 
Croatia 10.3160 10078 1.58609 
Czech Republic 1.4015 8650 4.82366 
Estonia 4.5341 1425 1.03769 
Georgia 4.4858 7867 0.64677 
Hungary 10.1832 7745 9.18523 
Kazakhstan 15.6647 3804 5.20834 
Kyrgyz Republic 4.9478 554 0.15797 
Latvia 3.4272 6265 0.64022 
Lithuania 2.3444 6152 0.74581 
Macedonia, FYR 3.6301 876 0.25073 
Moldova 2.0472 2687 0.15343 
Poland 38.3478 6551 8.54496 
Romania 21.8014 3861 3.17036 
Russian Federation 145.5711 5218 20.00709 
Slovak Republic 5.3677 8755 1.88652 
Slovenia 2.0051 14490 0.52341 
Tajikistan 6.4507 392 0.08953 
Turkmenistan 4.5074 1883 0.99995 
Ukraine 48.8841 1730 3.28538 
Uzbekistan 24.9504 754 0.37707 


Source: World Development Indicators. Mean Population (in millions); Mean GDP per Capita (in $US); 
Mean FDI (in $US billion). 


that since the regions have high level of education, the small variations in educa- 
tional levels will not be a major driver of FDI. On the other hand, using an indirect 
measure of human capital improvement (expenditure on health and education as 
a percentage of GDP), Fabry and Zeghni (2006) concluded on a negative but insig- 
nificant relationship between FDI and human capital improvements in a sample 
of 11 CEECs and FSU countries. The finding was supported by the fact that FDI 
for the period examined could be concentrated in low value-added activities and 
thus do not expect any increase in social expenditures in those countries. Also, 
FDI could have pursued a cost seeking strategy and thus not need sophisticated 
social institutional and human capital in the short term when making investment 
decisions. 
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2.6 FDI and tax incentives 

FDI incentives are defined as any measurable benefit rendered to certain enter- 
prises by a government with the main purpose of encouraging such enterprises 
to behave in a certain manner. These incentives are designed to either increase 
the rate of return of a specific FDI undertaking and/or to reduce its associated 
costs or risks. However, tax incentives (often general exceptions to tax regimes) 
are used to reduce the tax burden of enterprises. This is intended to influence 
their decision to invest in certain sectors. Reduced taxes on profits, tax holi- 
days, accelerated depreciation, and concessions on imported equipment are 
some of the tax incentives employed by host governments to influence FDI 
locational decisions. These incentives however, normally come with certain 
conditions. Countries often require that facilities be established in certain 
region(s), employment of certain number of domestic employees, transfer 
of technology from abroad, and so on as conditions for these tax incentives 
(UNCTAD, 2000). 

There has been huge debate on the impact of tax incentive policies in 
attracting FDI inflows. Transition countries of Europe and the former Soviet 
Union have extensively used tax concessions as a means of encouraging FDI 
inflows, although these policies have often been inconsistently pursued. For 
example, Hungary and Romania were the only countries to offer tax incentives 
from the onset of the transformation process while countries like Ukraine, 
Lithuania, Slovak Republic, Ukraine, Belarus, Latvia, and Czech Republic 
stopped at particular points and/or employed new policies after certain inter- 
vals. On the other hand, Slovenia only introduced tax incentives at the latter 
stages of transformation (Beyer, 2002). Also, exports are promoted in these 
countries through tax and duty exemptions especially in special economic 
zones (UNCTAD, 2000). 

Bellak and Leibrecht (2009) in their study of the role of taxation in deter- 
mining FDI inflows into Central and East European countries concluded that 
tax-lowering strategies of these countries impacted positively on FDI. The tax- 
lowering strategies are meant to exert a positive influence on the profitability 
of investments. Conversely, Edmiston et al. (2003) argued that the complex and 
vaguely worded tax legislation in the countries of Eastern and Central Europe 
and the former Soviet Union had negative impact on FDI. They attributed this to 
the high compliance costs and uncertainty associated with tax complexity and 
vaguely worded tax legislation. From table 21.5, it is quite clear that countries in 
CEE and the FSU have pursued strong incentive policies targeting at inducing 
foreign investment. 


Table 21.5 Type of country incentives in some CEE and FSU countries 


Regional Sectoral Export Incentives Tax Incentives Statutory 
Countries Incentives Incentives and Free Trade Zones Legislation Highlights Tax Rate 
Bulgaria Tax incentives to MNEs Agricultural producer to be relieved Establishments of free Foreign investment law Levies imposed on 
that employ people with from corporate tax, if the tax trading zones (FTZs); enacted in 1997; dividends and royalties 
disabilities; amount due is reinvested in the paid to non-residents 
same agricultural activities may be reduced under 
a number of taxation 
agreements 
Tax incentives to MNEs that Imported goods exempted Corporate income tax law 
locate in areas with high from custom duties and enacted in 1997 
unemployment rates value added tax (VAT) in 
the FTZs; 
Goods exported from FTZs 
are exempted from custom 
duties 
Hungary MNEs located in an Investors entitled to a tax credit Goods delivered toa Law allows investors The 18% withholding 


entrepreneurial zone ora 
region of high priority are 
entitled to tax credit; 


Tax credit can also be 
claimed by MNEs that 
locate ina socially 

and economically 
underdeveloped region 
orin a county with high 
unemployment; 


One-off tax credit equal to 6% 


of corporate tax liability for 
the year in which a machine, 
building, or infrastructure 
project is put into operation 
in certain regions 


equal to 100% of their corporate tax 
liability if they made an investment 
worth at least 10 billion forint in the 
manufacturing of goods; 

Investors entitled to a tax credit 
equal to 50% of their 18% corporate 
tax liability if they made an 
investment worth at least 1 billion 
forint in the manufacturing of goods 


customs free zone from 
outside the customs 
territory are free from 
duties and taxes; 
Imported equipment, 

ary materials and 
furnishings used by plants 
located in customs free 
zone are exempted from 
custom duties 


to negotiate with local 
authorities for more 
favourable tax incentives 


tax rate on royalties can 
be lowered through 
treaties; 


Interest paid by 

the government, 

the national bank, 

and other financial 
institutions of Hungary 
is not subject to 
withholding tax; 
Supplemental tax rate 
of 23% was abolished 


Kazakhstan 


Lithuania 


Russia 


Slovenia 


Local governments allowed 
to grant tax incentives 


Some regional governments 
give tax holidays or reduced 
taxes on profits 


A taxable entity that 
employs persons with 
disabilities is eligible for an 
allowance amounting to up 
to 70% of their paid salaries; 


Incentives of up to 100% of tax relief 
for sectors such as infrastructure and 
processing industries that make use 
of new/high technology and effective 
technology; 

Customs duty exemptions on 
equipment and raw materials needed 
for the investments in these sectors 


Profits on health care institutions 
are exempt from tax; 


Sales, production, and services 
relating to agricultural products pay 
10% tax on profits if these account for 
a minimum 50% of sales 


Contracts for production, printing, 
and showing of Russian films are 
exempted from VAT; 


Reinvestments from profits in film 
production is exempted from tax 


Duty and VAT refund for 
export-oriented investment 
on imported raw materials 
and other inputs 


No export duties; 


There is no VAT for 
exported goods and 
services; 


Withholding tax exemptions 
for repatriated profits and 
dividends associated with 
investments made in free 
economic zones 


Goods and services 
exported are exempted 
from VAT 


Tax incentives for MNEs in 
custom free zones 


Goods manufactured 
within the economic free 
zones, and meant for 
exports are exempted 
from customs duties 


Law on foreign investment 
enacted in 1994, and 
amended in 1997; 


Law on State support of 
direct investments enacted 
in 1997 


Laws on foreign investment, 
stock corporations, and 
State enterprises enacted 


Taxation of legal entities Interest and dividend 
registered according to are taxed at 15% and 
Russian Legislation; can be reduced under 


bilateral tax treaties 
Presidential Degree No. 73 
enacted in 1995; 


Law on tax on profits of Interest or royalties 
legal entities has been are exempted from 
enacted withholding tax; 
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Regional Sectoral Export Incentives Tax Incentives Statutory 
Countries Incentives Incentives and Free Trade Zones Legislation Highlights Tax Rate 
Tax allowance of 40% of the Tax rate is 25% for 
amount invested in tangible residents, and 15% for 
fixed assets (excluding non-residents, subject 
cars) and intangible long- to treaty provisions 
term assets, however, not 
exceeding the tax base 
Contributions to the reserve Investments in sectors under the Exporting firms may be Withholding tax 
fund of up to 20% of net government's strategic investment eligible for reduced rate of on dividends and 
profit before tax may be plan is subject to a tax holiday for 7 —_ taxes on profits; interest is 15% and 
subject to tax exemptionfor years and a 25% tax afterwards; royalties, licensing, and 
foreign companies; management fees are 
taxed at 20% 
Uzbekistan __ If foreign ownership is Certain sectors such as agriculture, | Portion of revenue derived 


greater than 50%, and if 
the firm has a charter fund 
of more than US$300,000, 
the tax on profit is 20%. 
However, if the firm has a 
charter fund of more than 
US$1,000,000,000, the tax 
rate on profits is 16%; 
Firms with 75% or more 
of their employees from 
professional technical 
schools are tax exempt; 
Firms that employ invalids 
and war veterans benefit 
from prorated tax incentives 


Source: UNCTAD, 2000. 


construction, and transportation 
have either additional tax incentives 
or are exempted from taxes 


from an increase in exports 
is exempt from profits tax; 


Inputs and capital 
equipment for exports 
manufacture are exempt 
from customs duties and VAT 
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3 Patterns of FDI 

At the beginning of the transition period, FDI was closely associated with the 
privatization process (Dimitri et al., 2007). However, structural reforms leading 
to a stable and working market economy and appropriate legal framework for 
the business environment have increased FDI inflows in various sectors of the 
economy. Table 21.6 below shows aggregate FDI inflows into the transitional 
economies of CEE and FSU countries. 

The table has clearly shown a remarkable increase in FDI inflows into these 
countries. According to Estrin and Uvalic (2014), there is significant difficulty in 
obtaining sectoral FDI for these countries; hence, table 21.7 only shows sectoral 
data for CEECs in 2010. 


4 Effects of FDI on economic growth in CEE and FSU countries 
Figure 21.4 plots the evolution of net FDI inflows (as a percentage of GDP) and 
GDP per capita over time for CEE and FSU countries. 

These data do not provide any clear evidence for a simple relationship between 
FDI inflows and growth in per capita GDP. An examination of the theoretical 
foundations of FDI provides some reasons for this lack of immediate clarity. The 
Investment-Development Path as proposed by Dunning and Narula (1996) envis- 
ages a complex relationship between economic development and FDI. In this view, 
countries evolve from small net recipients of FDI at the lowest levels of devel- 
opment to larger net recipients as their economics initially develop. Eventually, 
as their economies become yet more developed, they start to generate outward 
investment. Net FDI inflows are gradually transformed into FDI net outflows as 
their growing economic sophistication means that they start to become a source 
as well as a host for FDI. The above graph is certainly consistent with such a 
pattern over time, since net inflows did initially increase over time in relation to 
GDP, reaching a peak in 2007 and subsequently declining. 

There also exists a dual causality between FDI and economic growth within 
the relevant literature. The dominant theoretical approach is the Ownership, 
Location, Internalization (OLI) paradigm - see, for example, Dunning (2001). 
This emphasizes, amongst other factors, the role of know-how as a source of 
ownership advantages and, hence, FDI. The line of reasoning contained within 
the ownership and internalization parts of OLI implies that inward FDI should 
contribute to increased economic growth in recipient countries as a consequence 
of a transfer of know-how. That is, the fundamental reason for FDI to occur is the 
existence of ownership advantages based on know-how, which are best exploited 
(internalized) by FDI. In this view FDI should increase economic growth by the 
transfer of know-how. 

The locational component of the OLI paradigm also identifies different motives 
for selecting a particular location for FDI - for example see Dunning (2000). One 


Table 21.6 Aggregate FDI inflows (USS billion) 


Countries 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 £2011 + # 2012 
Albania - - 0.020 0.058 0.053 0.070 0.090 0.048 0.045 0.041 0.143 0.207 0.135 0.178 0.341 0.262 0.325 0.652 1.241 1.343 1.089 1.049 0.920 
Armenia - - 0.002 0.001 0.008 0.025 0.018 0.052 0.221 0.122 0.104 0.070 0.111 0.121 0.248 0.292 0467 0.668 0.944 0.760 0.529 0.653 0.489 
Azerbaijan - - - - - 0.330 0.627 1115 1.023 0.510 0.130 0.227 1.392 3.285 3.556 4476 4486 4.594 3.987 2.900 3.353 4485 5.293 
Bulgaria 0.004 0.056 0.042 0.040 0.105 0,090 0.109 0.505 0.537 0.819 1.002 0.813 0.905 2.097 2.662 4.098 7874 13.875 10.297 3.897 1.867 2.124 1.578 
Belarus - - 0.007. 0.018 0.011 0.015 0.105 0.352 0.203 0444 0.119 0.096 0.247 0.172 0.164 0.307 0.357 1.807 2.188 1.877 1.393 4.002 1.464 
Czech - - 0.654 0.878 2.568 1.435 1.286 3.700 6.313 4.987 5.641 8497 2.021 4.978 11.602 5.522 10.606 6.573 2.869 6.119 2.249 7.976 
Republic 

Estonia - - 0.082 0.162 0.214 0.201 0.150 0.266 0.581 0.305 0.387 0.542 0.285 0.919 0.966 3.127. 2.212 3429 1.873 1.867 2.052 0.521 1.648 
Georgia - - - - - - - 0.243 0.265 0.082 0.131 0.110 0.160 0.335 0.492 0.453 1.170 1.878 1.591 0.653 0.869 1.084 0.831 
Croatia - - 0.013 0.144 0.114 0108 0.493 0.541 0.941 1.452 1.110 1.582 1.100 2.049 1.079 1.777 3.220 4.947 5.813 3.401 0.845 1.243 1.336 
Hungary 0.554 1462 1.479 2.350 1.144 4.804 3.289 4155 3.343 3.308 2.770 3.944 3.013 2.177 4.282 8.505 18679 70.631 74.992 -2.966 -20.934 10.500 9.779 
Kazakhstan - - 0.100 1.271 0.660 0.964 1.137 1.321 1.151 1.587 1.283 2.835 2.590 2.092 4157 2.546 7.611 11.973 16.819 14.276 7456 13.760 13.785 
Kyrgyz - - - 0.010 0.038 0.096 0.047 0.084 0.109 0.044 -0.002 0.005 0.005 0.046 0.175 0.043 0.182 0.208 0.377 0.189 0.438 0.694 0.372 
Republic 

Lithuania - - - 0.030 0.031 0.073 0.152 0.355 0.926 0486 0.379 0.446 0.712 0.179 0.773 1.189 2.052 2.325 1.908 0.019 0.863 1.443 0.574 
Latvia - - 0.029 0.045 0.214 0.180 0.382 0.521 0.357 0.348 0.413 0.132 0.254 0.304 0.637 0.812 1.702 2.714 1.435 -0.044 0.433 1.502 1.076 
Moldova - - 0.017. 0.014 0.012 0.026 0.024 0.079 0.076 0.038 0.128 0.055 0.084 0.074 0.088 0.191 0.259 0.536 0.727 0.135 0.202 0.276 0.185 
Macedonia, - - - - 0.024 0.009 0.011 0.016 0.150 0.088 0.215 0447 0.106 0.118 0.323 0.145 0427 0.733 0.612 0.260 0.301 0495 0.283 
FYR 

Poland 0.089 0.291 0.678 1.715 1.875 3.659 4498 4908 6.365 7.270 9.343 5.714 4.131 4.589 12.716 11.051 21.518 25.573 15.031 14.388 17.074 17.357 6.701 
Romania 0.000 0.040 0.077 0.094 0.341 0419 0.263 1.215 2.031 1.041 1.037 1.157 1.144 1.844 6443 6.866 11.451 10.290 13.849 4.926 3.204 2.557 2.629 
Russian - - 1.161 1.211 0.690 2.065 2.579 4.865 2.761 3.309 2.714 2.748 3461 7.958 15.444 15.508 37.595 55.874 74.783 36.583 43.168 55.084 50.588 
Federation 

Slovak - - - 0.199 0.270 0.236 0.351 0.174 0.562 0.354 2.052 - 4104 0.559 3.037 2.998 4.072 3.890 4.076 1.605 2.118 3.658 1.527 
Republic 

Slovenia - - 0.111 0.113) 0.117 0.150 0.173 0.335 0.216 0.107 0.136 0.503 1.660 0.302 0.831 0.971 0.692 1.885 1.823 -0.354 0.634 0.817 -0.227 
Tajikistan - - 0.009 0.009 0.012 0.010 0.018 0.018 0.030 0.007 0.024 0.009 0.036 0.032 0.272 0.054 0.339 0.360 0.376 0.016 -0.016 0.067 0.198 
Turkmenistan - - 0.079 0.103 0.233 0.108 0.108 0.062 0.125 0.131 0.170 0.276 0.226 0.354 0.418 0.731 0.856 1.277 4.553 3.631 3.399 3.159 
Ukraine - - 0.200 0.200 0159 0.267 0.521 0.623 0.743 0496 0.595 0.792 0.693 1424 1.715 7.808 5.604 10.193 10.700 4.769 6.451 7.207 7.833 
Uzbekistan - - 0.009 0.048 0.073 -0.024 0.090 0.167 0.140 0121 0.075 0.083 0.065 0.083 0.177 0.192 0.174 0.705 0.711 0.842 1.628 1.467 1.094 
Total 0.6468 1.849 4.0367 8.4649 7.1471 16.575 16.67 23.349 26.538 28.818 29.404 28.328 35.165 33.181 65.911 85.693 138.72 241.2 254 98.763 84.767 137.69 121.09 


Source: World Bank. 


Foreign Direct Investment in Transition Economies 427 


Table 21.7. Sectoral FDI, 2010 (%) 


Agriculture 
Countries Services and Fishing Manufacturing Mining Construction Utilities Other 
Albania 58 0 16 12 9 5 0 
Bulgaria 68 0 17 1 8 5 1 
Croatia 73 0 21 1 2 1 2 
Macedonia 51 1 31 4 5 7 1 
Romania 49 2 32 5 fs) 7 0 
Czech Republic 57 0 30 3 2 8 0 
Poland 61 0 32 0 3 4 0 
Slovenia 63 0 23 0 1 1 12 
Hungary 53 1 25 0 2 6 13 
Slovakia 46 0 36 0 2 15 1 


Source: Authors’ tabulation based on calculation by Estrin and Uvalic (2014). 


important motive is known as market seeking (discussed previously). This argues 
that one motive for choosing a particular location is proximity to a large market. 
As economies grow, their markets become larger and they become a more attrac- 
tive location for inward investment. This suggests that economic growth could 
also be a determinant on inward FDI. This creates a two-way causality in the 
theory of FDI. FDI may be a cause of economic growth, but economic growth 
may also be a determinant of inward FDI. Since the theory predicts a two-way 
causality between FDI and growth, the dominant causality is very much a matter 
for empirical research. 

To date very few have specifically tested for causality between FDI and 
economic growth. The issue of whether FDI causes growth (or the reverse) is 
sufficiently complex to have made causality testing difficult and almost none 
the studies which do specifically focus on East European or Central Asian 
economies. One exception is the study by Mencinger (2003) which conducts 
causality tests for whether FDI determines growth in a sample of (then) eight 
East European candidates for EU membership. No evidence of causality could 
be found. Hansen and Rand (2006) conduct causality tests for a sample of devel- 
oping countries and find support for the hypothesis that FDI causes growth. The 
study by Nair-Reichert and Weinhold (2001) investigate FDI-growth causality, 
also using a sample of developing countries. They find that causality varies 
between one country and another. With such limited evidence and the possi- 
bility that evidence from developing countries might not necessarily be appli- 
cable to our countries of interest it is hard to draw clear conclusions on causality. 
More research is very much needed. 
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Figure 21.3 Transitional countries: FDI net inflows and broad sector, percentage of GDP, 1998-2012 


Source: World Development Indicators Database 2014, World Bank. 
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There is a much larger empirical literature which looks as the association 
between FDI and economic growth, usually by including FDI as a variable in an 
econometric model of the determinants of economic growth. Again much of this 
relates to countries other than those of interest here, but several do address tran- 
sitional countries. Bhandari et al. (2007) consider the effects of economic growth 
on six East European countries. They find FDI to have had a statistically signifi- 
cant effect on economic growth. Damijan et al. (2003) examine the contribution 
of FDI to economic growth by means of technology transfer for a sample of eight 
transitional countries. They found FDI to be the most important vehicle for tech- 
nology transfer (by means of spill-overs) in five of the eight countries. Eller et al. 
(2006) examine the effects of FDI in the financial sector on economic growth by 
means of what they describe as the ‘efficiency channel’ (by improving bank efh- 
ciency). Using a sample of 11 Central and East European countries they find that, 
up to a point, inward FDI improves bank efficiency but that beyond this point 
inward FDI starts to crowd out local banks. 

Empirical studies which include explicit causality tests are too few and too 
inconclusive to draw adequate conclusions. The larger body of literature which 
includes FDI as a determinant of economic growth on other regions of world 
(which we have not reviewed here) generally tends to find a statistically signifi- 
cant relationship between FDI and economic growth. The studies that specifically 
relate to East European countries also generally find inward FDI to have contrib- 
uted to economic growth. 


5 FDland structural change in CEE and FSU countries 

As Figure 21.3 indicates, the period between 1998 and 2012 was not one of 
dramatic change between one aggregate sector of the economy and another in 
East European and Central Asian economies. The share of agriculture in GDP 
exhibits a gradual decline and the share of services a steady but unspectacular 
increase. Net FDI inflows steadily increased from 2000 to 2007 only to fall back 
in 2008 to 2009. 

As with economic growth there is no immediately apparent relationship 
between net FDI inflows and changes between major economic sectors. The core 
theory of FDI is even less clear than it is on growth with respect to structural 
change. The locational aspects of the OLI paradigm - see Dunning (2000) - 
do suggest another important motive for choice of location to be an efficiency 
seeking one. Many authors, including Nachum et al. (2000) have interpreted 
this as implying that FDI will tend to focus upon the comparative advantages of 
any particular location. We might, therefore, expect patterns on inward FDI in 
East European and Central Asian countries to be focused on those sectors of the 
economy in which there is an existing or potential comparative advantage. In 
so far that inward investment is characterized by efficiency seeking motives we 
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Figure 21.4 Transitional countries: GDP per capita and net FDI inflows as a percentage of GDP 


Source: World Development Indicators Database, 2014. 
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should expect inward FDI to accelerate the shift of productive resources from less 
competitive sectors to more competitive ones. 

The applied literature on the links between inward FDI and structural change 
in CEE and FSU Countries is not extensive. Dunning (2004) considered the joint 
role of institutional reform and inward FDI in enhancing the competitiveness 
of key sectors in transitional countries. An important finding was that both 
the institutional environment and inward FDI were important in developing 
competitive sectors. An interesting study by Doytch and Uctum (2011) links both 
the FDI- growth and FDI-structural change themes. Although their study covers 
a wider range of countries, East Europe and Central Asia are included in their 
sample. They examine the effects of inward FDI in services and manufacturing 
both in terms of own sector growth and cross sector spill-over effects (structural 
change). They find FDI in manufacturing to be growth enhancing but inward FDI 
in services to have more ambiguous effects. 

Onaran and Stockhammer (2008) analyse the effects of FDI and trade on wages 
in different sectors in a sample of four East European countries. They find both 
trade and FDI to have influenced wages only in capital and skill intensive sectors. 
This suggests a process of strengthening these sectors relative to others - that 
expansion of these sectors has strengthened demand for labour and raised wages. 
Eschenbach and Hoekman (2005) found that institutional reforms in financial 
and infrastructure services were highly correlated with inward FDI in a sample 
of 24 transitional countries. Moreover, they found the relevant measures to be 
highly correlated with economic performance. That is, inward FDI increased effi- 
ciency in these, but not other, service sectors. 


6 Conclusions 
Inward FDI in CEE and FSU countries exhibits a pattern consistent with both 
FDI theory and evidence from other parts of the world. Important determi- 
nants of inward FDI include market size (market seeking investment) and natural 
resources (resource seeking investment). There is also some evidence of inward 
FDI being attracted to CEE and FSU in sectors which offer the best prospects 
for being competitive — efficiency seeking investment. Although institutional efh- 
ciency and reform is also identified by some authors as an important influence on 
inward investment, the effects of corruption on inward FDI are somewhat ambig- 
uous. Systematic corruption appears to be a deterrent to inward FDI, but arbitrary 
(unpredictable) corruption does not. One might also expect human capital to be 
an important determinant of inward FDI in transitional countries, but existing 
evidence suggests not. 

Issues of the links between FDI and economic growth are greatly complicated 
for any country by the likelihood of a two-way causality. In theory FDI should 
contribute to economic growth, but such growth should also encourage inward 
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FDI. If anything, these causality issues are even stronger for CEE and FSU coun- 
tries than for other regions of the world. Studies which directly test causality do 
not offer conclusive evidence that FDI has generated economic growth in transi- 
tional countries, but existing studies are very few. An alternative, less convincing, 
approach have been the econometric studies that include inward FDI as a deter- 
minant of economic growth. In general these find a strong positive association 
between FDI and economic growth in transitional countries. Although the 
causality may be a little blurred, the body of evidence is sufficient to support the 
view that the FDI-growth relationship is of importance. 

Finally, the process of transition necessarily requires structural change - the 
shifting of productive resources from less competitive sectors to more competi- 
tive ones. In theory efficiency seeking motives should mean that inward FDI plays 
a key role in this process. Available evidence does again support this view but only 
up to a point. 
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Convergence and Divergence 


Guinevere Nell and Marcello Signorelli 


Abstract 

There are certain patterns, which economists have noticed and studied, in the 
growth of economies globally and regionally. Economies influence each other, 
and at times some appear to converge, in terms of growth or other indicators, 
to meet others. Empirical studies are used to track this phenomenon, in which 
economies become more alike, and economists also build dynamic models to 
explore the potential causes. These may include trading patterns and influence 
of other countries through foreign investment, as well as through an internal 
change of institutions, such as when economies transition between socialist and 
free market economic systems. Divergence of economic systems may also occur, 
as well as convergence and divergence of smaller economic areas and groups of 
areas. This chapter examines the various kinds of convergence and divergence 
that are most actively being examined, both real and nominal, and how their 
existence has influenced policy choices, especially the European Currency Union. 
We conclude with an examination of the challenges facing transition economies, 
especially those posed by reforms undertaken for the purpose of meeting with 
European Currency Union guidelines and laws, and the specific issues for least 
developed economies. 


1. Introduction 

Economic growth appears to plateau: after strong growth, in which countries 
become “developed nations’, growth begins to slow, while less developed coun- 
tries often continue at a higher rate despite similar or even more harmful policies. 
Is convergence a natural phenomenon due to a ‘catch-up’ effect? Is it nominal or 
real convergence that we see, and what can we learn from an investigation into 
the primary common features of real convergence and its relationship to nominal 
convergence and to the convergence of institutions? Convergence is dependent 
upon a minimum requirement of institutions and infrastructure; it does not 
occur where there is tyranny or a complete lack of basic necessities in the starting 
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period, and the tendency toward convergence was first noted among industrial- 
ized nations, where the ability to make use of the technological advances of other 
nations is possible. As prices and wages adjust among traders, income conver- 
gence often occurs between countries that trade extensively with one another 
(Ben-David, 1996). 

Divergence may occur regionally within economic systems, while those econo- 
mies are converging with more highly developed economic areas, or it may occur 
between countries, globally. One cause of divergence is lack of infrastructure 
and concurrent network effects. For example, areas without telecommunication 
devices or utilities (e.g. phones), cannot take advantage of new technologies that 
rely upon them (e.g. broadband), and when these networks do not take root further 
communication and information technologies reliant upon those networks (e.g. 
Internet) cannot emerge. Divergence will also result from bad institutions (e.g. 
corrupt or tyrannical); there may be a divergence in demographic, social, and 
economic outcomes between the rich and the poor nations, or socials divergence 
might come in the form of social barriers to the exchange of knowledge due to 
language and cultural barriers, and differences in class or income, ethnicity, or 
other social dimensions (see Grafton et al., 2001). 

Although in recent centuries there was a great divergence of incomes between 
rich and poor countries, in recent decades many poorer countries (several small- 
medium sized countries and the two giants of China and India) have caught 
up rapidly. The new convergence and interdependence of countries through 
trade coincide with a new divergence in incomes, with top earners incomes 
rising rapidly in wealthy countries, while in the poorest the lowest incomes have 
stagnated. 

The complex phenomena of convergence/divergence has been investigated at 
global level (e.g. Di Vaio and Enflo, 2011; Korotayev et al., 2011) or for selected 
continents or areas (e.g. Dobson and Ramlogan, 2002; Engelbrecht and Kelsen, 
1999; Ghosh et al., 2013; Giudici and Mollick, 2008; Herrerias and Ordofiez, 2012; 
Murthy and Upkolo, 1999). 

As for developed countries, it should be mentioned that several authors inves- 
tigated different aspects of convergence in OECD countries (e.g. Andrés et al., 
1996; Murthy and Chien, 1997; De La Fuente, 2003; Arnold et al., 2011), in some 
cases considering the regional (sub-national) level, especially in the European 
context (e.g. Aumayr, 2007; Bartkowska and Riedl, 2012; Czasonis and Quinn, 
2012; Elhorst, 2003; Gacs and Huber, 2005; Le Pen, 2011; Marelli and Signorelli, 
2010b; Neven and Gouyette, 1995; Papalia and Bertarelli, 2013). 

Finally, several authors considered the determinants and features of complex 
convergence/divergence in European transition countries (e.g. De Melo et al., 
1997; Fidrmuc, 2004; Kornai, 2006; Kutan and Yigit, 2009; Niebuhr and Schlitte, 
2009; Polanec, 2004; Szeles and Marinescu, 2010; Vamvakidis, 2009). 
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A key point to be mentioned refers to the fact that convergence/divergence 
can be investigated on several aspects regarding real, nominal, and institutional 
features (as for the European context, see Marelli and Signorelli, 2010a). 

The chapter is structured as follows: we first present the several definitions of 
beta and sigma convergence; the following sections are dedicated at the discus- 
sion on the ‘spatial dimension’ and to different types of convergence - other than 
per capita GDP - regarding labour market and institutional framework; then a 
focus is dedicated at convergence in European Union and Eurozone; finally, some 
specific aspects regarding (1) emerging and transition countries and (2) least 
developed countries are considered. 


2 Basic definitions and facts 

Absolute B-Convergence: lower GDP in the starting period leads to higher growth 
rate, allowing poorer countries to ‘catch up’ with higher income countries. If 
absolute convergence was consistently true across the world, regardless of poli- 
cies in place, poverty would be eradicated purely through the continued growth 
of higher-income countries, as the poor countries ‘converged’ to meet them. 
This might be considered similar to a ‘rising tide lifts all boats’ phenomenon. 
Unfortunately, there are many countries that have proven the inconsistency of 
this rule. 

2-Convergence: refers to the reduction in the disparity between countries of 
real per capita income; normally the evolution of the coefficient of variation over 
time is considered (a decline of the coefficient show o-convergence, while an 
increase highlight o-divergence). 

Conditional B-Convergence: refers to convergence that is conditional upon the 
infrastructure (and other factors) available in the country in question, and conver- 
gence occurs within the country to a country-specific long-run level. Structural 
characteristics determine this long-run level, indicating that foreign aid should 
be aimed at building infrastructure, including education for workers and finan- 
cial and capital infrastructure for business and investment. 

Club Convergence: the idea of ‘club convergence’ is that groups of countries 
(or ‘clubs’) may either converge or fail to converge with higher-income countries 
together. These ‘clubs’ will have similar growth trajectories and can be studied 
together. Certain ‘clubs’ may have low national income and low growth rates, 
failing to meet the expectations of ‘absolute convergence’, and their policies and 
infrastructure can be studied to determine whether ‘conditional convergence’ 
applies or something else is at play. 

Real Convergence/Divergence: normally convergence/divergence refers to the 
real variable, like per-capita GDP or productivity (GDP per worker or GDP per 
hour worked); in some cases also the labour market indicators are considered 
(unemployment/employment/participation rates). 
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Nominal Convergence/Divergence: less frequently convergence/divergence 
refers to nominal variables, like inflation, nominal interest rates, public deficits, 
and debt. For example, the Maastricht inflation criterion was designed in the early 
1990s to help EU countries with higher inflation ‘converge’ (in nominal terms, by 
reducing inflation) with lower-inflation ones prior to the introduction of the Euro 
(e.g. Bulit and Hurnik, 2006). Nominal convergence (along with institutional 
convergence and convergence of indicators other than growth) may be considered 
different in kind to real growth convergence and defended with different models 
and theories. 

Institutional Convergence/Divergence: in contrast to the above, this refers 
not to convergence/divergence of an output indicator such as growth, but to the 
similarity or difference between the institutions of the economies in question. 
Countries that are inter-dependent due to trade, common currency, and shared 
policies, such as in the case of the Eurozone, frequently experience institutional 
convergence, which can lead to real GDP convergence. Similarly, there is litera- 
ture on legal convergence and regulatory convergence. 


3 Some causes of convergence and divergence 

Two decades ago, an influential paper (Pritchett, 1997) titled “Divergence, Big 
Time’ argued that being poor caused poverty, through a long-term divergence 
between the per capita income growth of developing and developed nations. 
Although some (e.g. Galor and Mountford, 2008) continue to make the case that 
trade can cause divergence, more often economists argue, using both theory and 
empirical evidence, that trade tends to increase growth for all parties and there- 
fore will tend to help poorer countries to converge with their higher income trade 
partners. If wealthier countries were to grow at a faster rate than their poorer 
counterparts, this theoretically could increase inequalities between them just 
as when free markets increase income inequality within countries, even though 
all affected are made better off. However, poorer countries tend to grow much 
more rapidly than wealthy ones (Abramovitz, 1986). This is due to the ‘catch-up 
effect’ in which the gains available for less developed countries to take advantage 
of are so great that they tend to grow at a much higher rate than wealthy ones can 
achieve. 

According to Subramanian and Kessler (2013), economic growth in devel- 
oping nations took off ‘at an accelerated annual pace’ in the late 1990s with ‘hyper 
globalization’ driven by low information and communication costs. The bene- 
fits of free trade also may be part of a virtuous cycle in which income conver- 
gence helps in turn to support the expansion of free trade: as Subramanian and 
Kessler (2013, p. 11) point out, ‘under frictionless trade, the world trade share 
is inversely related to the distribution of GDP across countries: the more equal 
the distribution, the greater the world trade share’. However, convergence, if it 
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occurs suddenly, may have unexpected negative consequences when there are 
real scarcities of limited natural resources and necessities, as evidenced by the 
food crisis, which was also caused or exacerbated by trade restrictions and subsi- 
dies for ‘green energy’ (Subramanian and Kessler, 2013, p. 17). Also, some have 
found convergence of income within the wealthier countries engaged in trade, 
but divergence, increasing income inequality, within the less industrialized and 
poorer countries (Peacock et al., 1988). 

The complexities of the phenomena were summarized by Dervis (2012) for the 
International Monetary Fund (IMF): “The world economy remains one of inter- 
dependence, where countries’ business cycles travel across borders. Emerging 
and developing economies are growing much faster than advanced econo- 
mies, mainly thanks to supply-side factors such as long-term capital accumula- 
tion, technological catch-up, and demographics’, producing a new, and rapidly 
growing, middle class. At the same time, there are also factors and evidence 
showing divergence: 

a variety of factors — including the nature of technological change, the increased 
skill premium, ... the mobility of capital in contrast to the relative immobility of 
labour, particularly unskilled labour, and a declining influence of unions - have 
all led to increased income concentration at the very top in many of the largest 
countries, advanced as well as emerging and developing. Meanwhile in some 
very poor countries, many of them experiencing conflict and government failure, 
hundreds of millions of people have real incomes that are not much higher than 
they were 200 years ago. (Dervis, 2012) 

Hence, although many poor countries are rapidly converging with their 
wealthy trade partners, there is still some divergence between the rich and poor 
within countries and across the globe. 


4 Beta (absolute and conditional) and Sigma convergence/divergence 

As above mentioned, a reduction in the disparity between countries of real per 
capita incomes is called o-convergence. A negative correlation between income 
growth over time and each economy’s initial income level (hence, higher growth 
from lower-income economies) is referred to as B-convergence. Although an 
important and common mechanism for economies to aid in bringing equality 
and convergence, economists (see Barro and Sala-i-Martin, 1992, pp. 227-228) 
have found that B-convergence is not a sufficient condition for producing 
o-convergence (see also Chowdhury, 2005). 

Despite this, economists have focused much attention on B-convergence (e.g. 
Andreano, et al., 2013) and have found (Sala-i-Martin, 1996, p. 1326) significant 
regularity in the speed with which economies achieve B-convergence, with econ- 
omies converging - closing the gap between their initial income levels and the 
long-run level they are converging toward - by about 2 per cent per year. Small 
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economic areas, such as U.S. counties, have sometimes converged at higher rates 
(Islam, 1995; Evans, 1997; Higgins et al., 2006). 

If (absolute) B-convergence holds for economies i = 1... N, the natural log-in- 
come of the ith economy can be approximated by (e.g. Young et al., 2008): 


In(y;,) =a + (1 - B) In(yi 1 ) + Ui 


where 0 < 8 < 1 and u;, has mean zero, finite variance, o”,,, and is independent over 
t and i. Because a is assumed constant across economies, balanced growth paths 
are identical. B > 0 implies a negative correlation between growth and initial log 
income. 

This is the case of absolute B-convergence; average growth rates of poor econo- 
mies are unambiguously greater than those of rich economies. However, allowing 
for different a,s, the condition 0 < 6 < 1 can represent conditional B-convergence 
and cases where convergence does not result. The average growth rate of an 
economy is an increasing function of its distance from its balanced growth level 
of income, which represents a weaker case of 8-convergence and an increased set 
of possible cases in which o-convergence does not result (see also Mankiw et al., 
1992; Sperlich and Sperlich, 2012). 

Furthermore, even while economies are 6-converging, external shocks can 
create divergence. The end-state of balanced growth that -convergence is pushing 
them towards is an equilibrium state, while the external shocks disrupt equilibra- 
tion, or represent a disequilibrium factor in the model, and variance will increase 
or decrease depending on the initial 07) . It can be shown that only if 0 < B < lare 
the convergence equations stable, showing that B-convergence is necessary for 
o — convergence. 


5 Spatial dimensions of convergence/divergence: 

regional vs national dynamics 

The complex phenomena of convergence/divergence can be analysed at different 
(territorial/political) levels, for example, in addition to the traditional national 
level, regional (sub-national) levels can be considered. 

As showed by Martin (2006) for EU-15 countries, since 1995, internal regional 
disparities have increased, while inequalities among countries have diminished; 
in this latter case we have national convergence accompanied by regional diver- 
gence. The persistence (or increase) of interregional disparities has been also 
investigated with reference to several economic variables including unemploy- 
ment rate or employment growth rates (e.g. Boldrin and Canova, 2001). 

According to certain theoretical hypotheses, for example by Williamson 
(1965), if we consider the long-term evolution of regional disparities in individual 
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countries, they normally increase in the early stages of development and then 
start to decrease, creating an inverted-U relationship between regional dispersion 
in per capita income and development. 

Considering the regional business cycles, many authors, such as Fatas (1997), 
discovered that a rising correlation of national cycles in Europe was accompanied 
by declining co-movement across regions. Regional divergence has been found 
for the EU-25 as a whole - despite a prevailing convergence at the national level - 
precisely for the regional evolutions in transition countries (Marelli, 2007). 

It should be noted that real convergence across regions is more likely if 
economic structures are more similar, since regions are more specialized than 
national economic systems. On the other hand, convergence or divergence 
in regional economic structures depend not only on the countries considered, 
but also on the specific sectors, on the sector disaggregation level, and on the 
consideration of economic structure in terms of trade rather than production or 
resources (Cunado, 2011; Kutan and Yigit, 2009; Marelli and Signorelli, 2010b). 
Many economists are willing to concede that Krugman’s hypothesis of a growing 
sector specialization is more realistic at a regional rather than at a national level. 

According to Ferraginaand Pastore (2006 and 2008), international trade, foreign 
direct investment, and agglomeration factors are key elements in explaining the 
success of capital cities compared to peripheral towns and rural areas. 

Similarly, the empirical study by Tondl and Vuksic (2008), based on 36 NUTS2 
regions of five transition countries, shows that the most important factors in 
regional catching-up processes are direct foreign investment, human capital, and 
accessibility. Empirical studies find strong evidence of ‘spatial dependence’: coun- 
tries/regions with the better level/dynamic in the performance tend to be closer to 
countries/regions in a similar situation (Demidova and Signorelli, 2012). 

Basile (2010) found that “The regional distribution of labour productivity 
in Western Europe is characterized by a Core-Periphery spatial pattern: high 
(low) productivity regions are in a proximate relationship with other high (low) 
productivity regions. Over the period 1980-2003, intra-distribution dynamics has 
generated long-run multiple equilibria with the formation of two clubs of conver- 
gence’. Studies of Russia have found that different regions form groups, especially 
‘eastern’ and ‘western’ groups, made up of regions all experiencing similar growth 
patterns. Demidova (2014) found: 

1) a positive spatial correlation of the main macroeconomic indicators for 
the western regions, 2) both positive and negative externalities for the eastern 
regions and 3) the asymmetric influence of eastern and western regions on each 
other. Usually ‘impulses’ from the western regions have a positive effect on the 
eastern regions, but the ‘impulses’ from the eastern regions usually do not affect 
the western regions. 
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Sun (2002) found something similar in the world economy: “Our findings 
suggest that the world economy consists of three convergence clubs: an advanced 
club, an underdeveloped club and a developing club’. Bartkowska and Riedl 
(2012) found evidence of ‘convergence clubs, indicating that European regions 
form six separate groups converging to their own steady state paths’ (for a some- 
what different result, see Monfort et al., 2013). 


6 Convergence/divergence in the labour markets 

While the idea of per capita GDP and productivity beta convergence is well 
rooted in economic theory, starting from Solow’s contribution (1956), anda lively 
debate on the topic is still one of the core issues of development and regional 
economics, the transfer of this conceptual framework to labour market dynamics 
is not simple, and it is necessary to be aware that GDP growth and employment/ 
unemployment dynamics may differ remarkably. As clearly explained, among 
others, by Blanchard (2000) this may be due to (1) the various possible responses 
of labour demand to output growth (or decline); (2) the possible combinations 
of demographic and labour force dynamics in response to (or independent of) 
output fluctuations. In addition, the dynamics of productivity may also alter 
the relationship between output and employment (or unemployment). On the 
debate about the possibility to theoretically consider beta and sigma conver- 
gence including labour market performance, see Perugini and Signorelli (2004 
and 2007). 

In any case, the importance of accounting for these aspects was clearly put 
forward by Boldrin and Canova (2001, p. 217), who highlight how the gap 
between the various convergence/divergence theories (predicting labour produc- 
tivity dynamics) and empirical tests (which broadly adopt per capita incomes) 
is simply bridged by assuming full employment, neglecting the roles played by 
labour market performance and participation rates. Per capita GDP (level and 
dynamic) may indeed be decomposed into various components of productivity, 
employment and demographic indicators, in both static and dynamic frame- 
works. For example, if GDP is gross domestic product, P is total population, and E 
is employment, per capita GDP (GDP/P) can be simply decomposed into a labour 
productivity term (GDP/E) and the ratio between employment and total popu- 
lation (E/P). In addition, if we define P|; _,,as the population aged between 15 
and 64 years, the ratio between employment and total population can be further 
decomposed into an employment rate over working age population and a demo- 
graphic indicator (divided by 100). 

Similar considerations about the role of labour market performances on per 
capita GDP dynamics are also provided, for example, by Azzoni and Silveira- 
Neito (2005), Cuadrado-Roura et al. (2000), Overman and Puga (2002), Ezcurra 
et al. (2005), Camagni and Cappellin (1985), and Marelli (2007). 
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7 Institutional convergence/divergence 

In the last sixty years, the world has seen what is probably an unprecedented 
amount of ‘institutional convergence’. Countries around the world have become 
more alike in their choice of institutions, especially among those countries which 
have also become more inter-dependent, not only trading with one another, 
but also sharing a single currency, and even cross-national policies in the case 
of the Euro. The process of European integration started in the 1950s and then 
continued with the collapse of the planned economies in Eastern Europe after the 
fall of the Berlin wall. However, the institutional convergence of former planned 
economies was much more difficult than expected by mainstream economics, and 
the different countries followed different policy paths for institutional change, or 
transition (e.g. shock therapy versus gradualism), which, along with differing size, 
wealth, and starting position, resulted in quite different dynamics in economic 
performance (Fisher and Sahay, 2004) because choice of institutions will always 
affect growth and performance (see e.g. Eicher, et al., 2006). Since the early 1980s, 
the gradual (and particular) institutional change in China has produced strong 
GDP growth. Hence, in this time China has seen greater convergence with global 
trends both for its real GDP and for its institutions. 

Francis Fukuyama (1989) famously argued that with the fall of communism, 
and the end of the Cold War and its competing ideologies, we had reached ‘the 
end of history’ finally all agreeing to a single concept of democratic liberalism, or 
liberal democracy. This has resulted in a huge surge in institutional convergence, 
even as each country’s economic system has its own take on liberal democracy and 
its own kind of mixed system (see also de Beus, 1992 on convergence theory and 
regulatory convergence). There is a growing literature discussing the persistence 
of a ‘variety of capitalisms’ in a global context. Along with the discussion of the 
concept, some measures of institutional convergence are presented in Kaufmann, 
et al. (2005), including the World Bank index of the quality of governance, an 
index which incorporates both political and economic institutions. 

Finally, the role of innovation and knowledge, including technological advance 
and knowledge-based economies (Henning and Saggau, 2010) and education and 
infrastructure (Rogers, 2004; Cresmo Cuaresma et al., 2013) will have a large role 
in the dynamics of an economy and its ability and tendency toward growth, and 
these will be affected by its institutions and trade policy (Ulasan, 2012). Usually 
trade is seen to offer gains and technological improvements, but some models 
indicate that less developed countries may actually experience dynamic losses 
from trade (Young, 1991). 


8 Convergence in Europe 
The requirements for joining the European Union, and especially the European 
Currency Union (ECU), adoption of the Euro, were set with the goal and 
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expectation that they would decrease the economic disparities between their 
countries. The criteria member countries must meet in order to be eligible to 
adopt the Euro as their currency are called the ‘euro convergence criteria’ (they 
are also known as the Maastricht criteria) because the criteria are a policy tool 
designed to support convergence among the member economies, and indeed 
meeting the requirements has tended to help poorer countries ‘catch up’ (Czasonis 
and Quinn, 2012). The ECU had a goal not only that ECU members have econo- 
mies that were relatively stable and growing, but also that the disparities between 
the countries using the Euro be minimized (Bachtler and Wren, 2006; Bradley, 
2006; European Parliament, 2000; EU Cohesion Policy, 2014-2020; European 
Commission, 2013). Hence, the policies of the Maastricht treaty represent the 
first attempt to help the countries (poorer, and even richer) of Europe reach 
economic convergence, and it was also a step along the more controversial path 
of institutional convergence. 

Free movement of labour and capital should through arbitrage alone begin 
to reduce economic disparities: compensation will increase or decrease due to 
competition of employers and employees, the direction of movement reflecting 
whichever is freer to compete, labour or capital. However, economic disparities 
may still remain if the systems in questions are not purely private or movement 
not completely free, and as the European Union is enlarged the effects upon the 
labour market are asymmetrical and unequal across regions (Caroleo and Pastore, 
2007). 

However, after adoption of the Maastricht Treaty, the restrictive monetary 
and fiscal policies have been difficult for new entrants (e.g. De Grauwe, 2007), 
and many have argued for the necessity of free trade in the face of the ongoing 
high unemployment and low growth rates (e.g. European Commission, 2010a, 
2010b; though the package of strategies goes well beyond trade, see European 
Commission, 2009), although some still argue that successful development, even 
the industrial revolution itself, has been the result of public projects (Mokyr, 
2012). The clearest institutional response to these problems was the Lisbon agenda 
adopted in 2000. However, ECU members also have their own programmes to 
prepare for the requirements and regulations, and the situation and policy tools 
suggested for and chosen by the regions’ countries are distinct; some are particu- 
larly different, for example, Hungary (Novak, 2010) . 

Monetary union and nominal convergence: there are many studies on the justi- 
fication and effects of real and nominal convergence criteria and the need or 
danger of requiring real convergence to join the monetary union. Buiter (2004) 
argues that ‘achieving fiscal sustainability is a necessary condition for full EMU 
membership. It should also be sufficient’. He argues that, although bringing infla- 
tion in line with the EMU ‘equilibrium’ rate is desirable, real economic conver- 
gence is ‘irrelevant for EMU membership’. 
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Monetary union and real convergence: It is argued that real convergence is 
important for the monetary unions like the Eurozone, and unions with some 
fiscal unity such as the EU, to prosper because as poorer countries catch up they 
will require less in the way of subsidies and other help, and hence more funds 
will be available for ‘structural adjustments to help harmonization of business 
cycles’. However, some argue that countries can meet the Maastricht criteria at 
the expense of real convergence, for example if tight fiscal or monetary policy 
to meet nominal criteria hinders real growth, and at the expense of progress in 
restructuring, for example if countries must reduce public spending but therefore 
cannot improve infrastructure (Andreff, 1998). 

Cohesion policy: The EU has a ‘cohesion policy’, which is a development policy 
designed to reduce disparities in the capacity for development of the member 
states (Wostner and Slander, 2009). It is supported by the European Regional 
Development Fund, the European Social Fund, and of course the Cohesion Fund, 
which applies to member states with a Gross National Income (GNI) of less than 
90 per cent of the EU average, together accounting for more than one third of the 
EU’s overall budget. In order to achieve the goals of the policy, the fund contrib- 
utes to trans-European transport networks and environmental interventions. 
Supporters of the Cohesion Policy argue that it is especially important during the 
recovery because it helps ensure that the investments that will help the union are 
made, and that its regions emerge from the crisis, and contribute to meeting the 
ambitious goals set out in the Europe 2020 strategy. The less developed countries 
were not worse hit on average than the more developed ones, and although those 
economies relying upon manufacturing were hardest hit, they are expected to 
recover more rapidly than those dependent upon tourism and services. Based on 
an econometric model, Wostner and Slander (2009) found that Cohesion funds 
actually resulted in additional public spending to support it. Therefore, Cohesion 
Policy funds tend to increase the net amount of public structural expenditure in 
recipient countries. 

Eurozone long crisis and effects on real and nominal convergence: The impact 
of the Great Recession and sovereign debt crisis for the real and nominal conver- 
gence in Europe is discussed by Praet (2014) and Marelli and Signorelli (2014). In 
particular, Marelli and Signorelli (2014) first of all examined the original weak- 
nesses of the construction of the monetary union, especially the emphasis placed 
on nominal convergence criteria without taking into account the need for real 
convergence; this analysis is corroborated by some econometric investigations 
based on sigma and beta convergence for different macroeconomic variables, 
distinguishing between the pre-crisis period, 1999-2007, and the 2008-2013 
period. In the first ten years, the monetary union guaranteed an overall macr- 
oeconomic stability, low inflation rates - also in countries previously affected by 
an inflation-prone behaviour - and calmness in financial markets: the interest 
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rates were almost identical in the whole Euro area; the shock of the Global finan- 
cial crisis (2007-2008) and Global Recession (2008-2009) dramatically changed 
the situation: the initial impact on EU countries was similar to what occurred 
in the United States and other advanced economies; however, more recently, the 
sovereign debt crisis (2010-2014) has caused a long recession in many Eurozone 
countries, produced a long-lasting impact on real economies - especially on rising 
and persistent unemployment - and triggered off severe social and even political 
consequences. Marelli and Signorelli (2014) also present a critical appraisal of the 
policies adopted by EU institutions and governments, especially the widespread 
austerity measures, emphasizing the consequences of such policies, in particular 
the ‘self-defeating’ effects of fiscal consolidation; finally, they focused both on the 
radical reforms needed at the European level and on the policies required at the 
national level to put an end to the long recession and stagnation. 


9 Specific aspects for the emerging and transition economies 

Economies undergoing transition from planned or highly centralized economic 
systems to market or mixed economic structure must undergo a stage of macr- 
oeconomic stabilization, due to the significant impact that individual firms or 
departments have under centrally ordered economies, and the effect that removing 
state-backing from them must have (Aghion and Blanchard, 1994; Campos and 
Coricelli, 2002). The process of stabilization is inevitably accompanied by large 
shocks to macroeconomic fundamentals, including persistent unemployment 
(restructuring large state enterprises causes high unemployment, see Bornhorst 
and Commander, 2006, and for another view, see Bruno, 2006) and may disrupt 
economic growth and development. In fact, the first years of transition started a 
process of ‘institutional convergence’ (with shock or gradual therapies) but not of 
‘real convergence’ due to huge decline in GDP. There are other issues facing tran- 
sition economies during privatization and other market reforms. For example, 
Castanheira and Roland (2000) argue that hard budget constraints compensate 
for excessively slow enterprise closure, but that undue speed in closures may actu- 
ally slow down transition if there are output contraction effects. 

Central and Eastern European (CEE) countries have completed the initial 
stages of this process, privatizing major industrial firms and investment banks 
and adopting monetary and fiscal policies in line with the needs of a market 
economy. As these countries underwent these stages of transition simultaneously, 
although there were differences in approach, most CEE countries made similar 
institutional changes, including decentralization and privatization of the same 
industries, new inflowing of foreign direct investment, and even their monetary 
policies and chosen exchange rate regime. 

Transition policy has included: large scale privatization, small scale privatization, 
enterprise restructuring, price liberalization and competition policy, labour marke 
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liberalization, freeing of trade, banking privatization and/or reform along with 
interest rate liberalization, and the emergence of non-bank financial institutions. 

The Hungarian economy has diverged from the other central European transi- 
tion economies in the last few years. It faced a substantial slowdown in economic 
growth starting in 2006-2007, before the global financial crisis. Hungary’s lag in 
growth when compared to the development of the other states that joined the EU 
in 2004 is well-documented. Koéenda (2001) found evidence of convergence in 
fundamental macroeconomic indicators among CEE countries especially those 
sharing common institutional and policy attributes, offering support for theories 
of the institutional basis for income convergence (see also Szeles and Marinescu, 
2010). Olson (1982) recognized the importance of dependable legal institutions as 
a precondition to macroeconomic stability, economic development, and economic 
growth. 

There are also measurement issues for transition economies that affect vari- 
ables such as inflation, which may confuse policy decision-making. Prices were 
not accurate in the formerly centrally-planned economies; exchange rates and 
inflation will also be affected by unmeasured quality improvements and increases 
in choice (see Bria et al., 2007). 

Many CEE countries trade extensively with one-another, especially those that 
trade within the Central European Free Trade Agreement (CEFTA) framework, 
and along with the similarity in their policy-making during transition, this has 
helped them to converge with one-another (Ko¢enda, 2001). Another factor is the 
prospect of their accession to the European Union (EU), as all countries wishing 
to join the EU must meet a list of policy and institutional criteria (see section on 
EU). The necessary condition for joining the common market includes establish- 
ment of appropriate market supporting institutions and a baseline of effective 
policies, and these would tend to bring institutional convergence among transi- 
tion economies of countries wishing to join the EU. 

Is there club convergence among transition economies? Ko¢enda (2001) show 
that there is convergence in price increases, particularly among producer price 
increases and only to a lesser extent consumer price increases, among the CEE 
countries. Baltic CEE countries show the greatest degree of convergence. Ko¢enda 
(2001) gives two reasons for this higher rate of convergence. First, the Baltic states 
started their transition with similar economic conditions and strong economic 
ties with each other. Second, the Baltic states tie the exchange rates of their 
national currencies to stronger foreign currencies. After an initial high-inflation 
period, this has resulted in a lower rate of inflation, which they have ‘imported’ 
from the country of origin for that currency, which has also led them to have a 
higher rate of convergence among other monetary variables, such as the growth 
of the money supply (inflation) and interest rates. Economists have also shown 
that Hungary, Poland, and the Czech Republic have had relatively homogeneous 
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institutional development towards EU norms. Factors that might be responsible 
for institutional stagnation or divergence among other CEE countries include 
path dependence and the influence of vested interests, which may even increase 
during certain forms of privatization, and social and cultural factors such as the 
rejection of free market policy or dependence upon government aid. 

Convergence has also been helped on by the financial crisis: on average, the fall 
in output was greater among the countries of Western Europe than in the CEE 
countries, allowing CEE countries to catch up (Préchniak and Witkowski, 2014). 
Empirical studies have tended to support this view (Sarajevs, 2001). 


10 Specific issues for least developed economies 


10.1 South-South agreements and convergence and growth of least-developed 
economies 
Policies of economic integration and cooperation among the least-developed 
nations have been promoted as improving intra-regional infrastructure and 
promoting intra-regional trade. There have been some concerns about integration 
policies among least-developed nations, or South-South agreements, including 
that inequality may increase due to unequal costs of liberalization and concentra- 
tion of industrial manufacturing (Venables, 2004). However, Sperlich and Sperlich 
(2011) found evidence for a relative increase in both convergence and economic 
growth for the members of these agreements. One reason for the disparity in 
conclusions may be the usual focus on only trade and technological transfers, 
with models abstracting from critical factors such as political nature, infra- 
structure, and regional coordination, which Sperlich and Sperlich (2012) argue 
are the main factors hindering economic growth and sustainable development 
in these regions. South-South agreements may also help to promote bargaining 
power, social protections, and other factors affecting working and living condi- 
tions, which may have a positive or a negative impact on growth and equality, and 
consequently convergence. Central banks and common courts may also be intro- 
duced or extended by such agreements, offering greater predictability of policy 
and usually economic stability across the region, and there may be trade support 
policies such as small and medium enterprise promotion. However, some advo- 
cates of free markets argue that strong bargaining power and labour protections 
by labour unions and laws can stifle free entry and exit by workers and firms 
into different occupations and industries, reducing market and price flexibility 
and economic mobility, and therefore economic growth. They may also take issue 
with too much policy integration and selective protectionism, bolstered by single 
currency union with a shared central bank. 

If convergence is bolstered by such agreements, is this a result mainly of a 
‘rising tide’ produced by the economic leaders, toward which the other countries 
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converge? According to Sperlich and Sperlich (2012), the converging economies 
do not always benefit most from the economic leaders. This is because leading 
economies often interact mainly with wealthy, industrialized economies outside 
of the agreement, and economies lacking infrastructure cannot take advantage of 
all opportunities. They also benefit from cooperation with their low-income part- 
ners as they participate in, for example, infrastructure improvement programmes, 
which in turn may increase the possibility of benefiting from stronger economic 
allies inside and outside of the agreement. 

Poorer economies may experience higher growth, and therefore converge with 
wealthy economies at a faster pace than their better-off counterparts. In other 
words, there are advantages to being disadvantaged. Novak summarizes this for 
‘The Slovak Spectator (2010), while describing the effect of the financial crisis of 
2008 upon the Visegrad group of countries and the divergence of Hungary: 


The deepening crisis over the past two years has required significant 
adjustment from all four countries. This has meant either improving 
their budget position or their external equilibrium, which everywhere 
goes hand-in-hand with a decline in economic output and a rise in unem- 
ployment. Stabilizing the situation essentially depends on how the inter- 
national funding situation pans out. A protracted crisis triggers structural 
reforms and significant adjustments more quickly for countries which were 
in a worse position from a long-term economic development perspective. 
This is why the conditions for long-term growth may turn out favorably 
in the countries most affected - presuming they follow a satisfactory 
economic policy. Nevertheless, this may have severe social consequences 
in the Baltic states and it cannot be excluded among the Visegrad coun- 
tries either. 


Given ‘satisfactory economic policy’, the less-developed starting point provides 
an advantage for achieving higher economic growth, as the economy has more 
options for steps that can be taken to improve its economic situation. 


11. Conclusions 
The convergence or divergence topic can be considered according to several 
perspectives and variables. Usually the per capita GDP dynamic is used for finding 
catching-up phenomena (beta convergence) or for detecting changes in countries 
or regional income disparities (sigma convergence). However, the convergence 
literature sometimes also considers (1) nominal variables (like inflation or interest 
rates), (2) labour market indexes (like unemployment rate or employment rate), 
and (3) institutional features (convergence between economic systems or in the 
variety of capitalisms). 

The literature highlighted the importance of the ‘spatial dimension’ with 
regards to countries versus other regional (sub-national) levels, and phenomena 
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of ‘convergence across countries accompanied by divergence within countries’ 
(i.e. at regional level) are shown as possible. 

The process of European integration (European Union) also showed the diffi- 
culty to detect a causal relationship between institutional/nominal convergence 
and real convergence; in particular, in the case of integration in the Eurozone the 
eventual positive effect of nominal/institutional convergence in ‘normal times’ 
disappeared in ‘crisis times’. 

Finally, it should be stressed that theoretical and empirical investigations 
on complex convergence/divergence phenomena are useful for designing better 
economic and institutional policies. 
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Cristiano Perugini and Fabrizio Pompei 


Abstract 

One of the most visible outcomes of the systemic change associated with transi- 
tion from planned to market economies was the rise in income inequality, mainly 
happening in the first stages. The extent of this change, however, varied remark- 
ably across countries, and more than 25 years after the outset of transition, the 
picture remains very heterogeneous. While in the early stages of transition the 
approach to reforms and the macroeconomic conditions determined the pattern 
of income inequality, in later stages the drivers of wage and income disparities 
typical of modern market economies became dominant. The chapter provides an 
empirical and a conceptual overview of income inequality during and after tran- 
sition in Central-Eastern European, Western Balkan, and Former Soviet Union 
countries, discussing the complex interplay of the many forces into play. 


Keywords: Inequality, Transition, Income, Reforms 


1 Introduction 

The end of the socialist experience in the countries of the Warsaw Pact and of 
Yugoslavia was undoubtedly one of the main historical events of the late twen- 
tieth century. As the effects of transformation into market economies unfolded 
in the early 1990s, distributional patterns in formerly planned economies rapidly 
started to evolve, with inequalities reaching very diversified levels after more than 
two decades from the outset of transition (Aristei and Perugini, 2012). This was 
the result of the interplay of many forces in the early stage of transition (the 1990s) 
dominated by the social and economic effects of extensive institutional change 
(price liberalization, privatization, financial market development, labour and 
product market deregulation, and new models of corporate governance). Later 
on, the drivers of wage and income inequality typical of mature market econo- 
mies (technological change and globalization, labour and product market insti- 
tutional settings, and welfare and taxation models) took over as the main factors 
shaping distributive patterns. 
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The aim of the article is to provide an empirical and a conceptual overview on 
income distribution during and after transition. Due to the vastness of the topic, 
the large number of factors into play, and the many alternatives from which to 
observe distributive patterns, we had to make some preliminary choices. 

First of all, our focus here is on income distribution, particularly on 
personal income inequality; functional income distribution aspects are only 
touched upon in order to bridge important interrelated concepts. We are of 
course aware that important recent contributions (e.g. Piketty, 2014; Davies 
et al., 2009 and 2011) emphasize the concentration of wealth, particularly the 
distribution of capital ownership, shapes what is now identified as patrimonial 
capitalism that fuels a remarkable share of existing (and persistent) inequali- 
ties. However, as explained in Perugini and Pompei (2015a) and based on some 
relevant literature (Milanovic, 2014; Davies et al., 2009) these aspects are of 
less importance in the context of transition economies, wealth-young countries 
in which the stock of wealth is still relatively low compared to the annual flows 
of income. 

Secondly, our attention is limited to transition countries of Central and Eastern 
Europe and the Baltic region (the New EU Members - NEUM), of the Western 
Balkan region (WB), and to the Former Soviet Republics (FSR). The time extent 
of our empirical and conceptual analysis covers the two decades following the 
outset of transition and is extended, whenever possible, to the years of the crisis 
started in 2008. 

The article provides first of all an empirical snapshot of personal income 
inequality since 1989-1990 in the transition countries considered. Then we build 
a conceptual framework in which the complexity and the interaction of the forces 
that shaped inequality in the various stages of transition are illustrated and 
discussed. The final section summarizes and concludes. 


2 Empirical overview 

As shown by an extensive literature, and as largely expected, transition towards 
market-based economic systems meant a remarkable, generalized increase 
in income inequality. However, its extent varied significantly across coun- 
tries, across regions of transition and over time. Figure 23.1 summarizes the 
average levels of inequality observed for three groups of transition countries 
at the outset of transition (1989), the mid 1990s, 2000, and at the outset of the 
global crisis (2007). This empirical evidence for the groups of FSR, WB and 
NEUM is contrasted with the average inequality of the EU-15 and of the OECD 
economies. For these two reference groups, inequality at the beginning of the 
period considered reached already 30 and 29.75 Gini points, respectively; in the 
following years, income disparities oscillated around 0.30 for the EU-15 and 
increased slowly but regularly for the OECD countries (OECD, 2008 and 2011). 
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Figure 23.1 Income inequality in groups of transition countries from 1989 to 2007 


Note: Former Soviet Republics (FSR) include: Armenia (ARM), Azerbaijan (AZE), Belarus (BLR), Georgia 
(GEO), Kazakhstan (KAZ), Kyrgyz Republic (KGZ), Moldova (MDA), Russian Federation (RUS), Tajikistan 
(TJK), Turkmenistan (TKM), Ukraine (UKR), Uzbekistan (UZB). Western Balkans (WB) include: Albania 
(ALB), Bosnia & Herzegovina (BIH), Macedonia (MKD), Serbia (and Montenegro until 2001) (SRB). New 
EU Members (NEUM) include: Bulgaria (BGR), Croatia (HRV), the Czech Republic (CZE), Estonia (EST), 
Hungary (HUN), Latvia (LVA), Lithuania (LTU), Poland (POL), Romania (ROM), the Slovak Republic (SVK) 
and Slovenia (SVN). 


Source: Eurostat, Povcalnet, Wiid databases. 


With the exception of the former Yugoslavia Republics, transition countries 
showed in 1989 lower levels of average inequality, especially those of Central- 
Eastern Europe (24.5 Gini points). Former Soviet Union countries, despite 
starting from a relatively higher level (27.1), experienced a sharper increase in 
the years immediately after the beginning of transition, peaking to an average 
of 40 Gini points around 1995; in the second half of the 1990s and during the 
2000s, inequality decreased gradually, stabilizing in 2007 at relatively high 
levels (about 0.34) compared to the benchmark groups. In the NEUM inequality 
increased by about 5 Gini points shortly after the start of transition and then 
stabilized around 0.30 in subsequent years. 

The third group of transition countries (Western Balkans) started the 1990s 
with levels of inequality already beyond OECD and EU-15 averages, as the outcome 
of patterns of liberalizations and reforms undertaken already during the previous 
decade. Inequality in the following years was relatively stable, before observing 
an increase during the 2000s; however, due to the historical and political events 
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that hit the region during the 1990s and the early 2000s, severe data limitations 
affected the reliability and significance of empirical information and should be 
kept in mind. 

An extensive literature (e.g. Milanovic, 1998; Aristei and Perugini, 2014, and 
the references cited therein) explore and discuss the drivers of these heteroge- 
neous distributive patterns, and their conclusions are summarized in the first 
part of the next section. Before moving to them, however, we devote some atten- 
tion to country-specific patterns of income inequality, as revealed by the following 
diagrams. 

Figure 23.2 shows the heterogeneity of the reactions of distributive patterns 
to the beginning of transition: with a few exceptions from Southeastern Europe 
(Bosnia and Herzegovina, Croatia, Serbia, for which the caveat already mentioned 
should be born in mind) and from the Former Soviet Union (Turkmenistan, 
Azerbaijan, Tajikistan), all economies experienced an increase of income 
inequality during the first decade of transition. However, the NEUM that started 
the transition process with the lowest levels of inequality (the Czech and the 
Slovak Republics, Slovenia, and Hungary) were able to keep their inequality 
growth to a minimum; a sharper rise was observed for the 2007 EU new members 
(Romania and Bulgaria). Poland and the three Baltic countries experienced the 
steepest increase of inequality, with the Gini index approaching 35 points already 
at the end of the 1990s. In most of FSR, inequality grew dramatically during the 
1990s, approaching or exceeding 40-45 Gini points in the Russian Federation, 
Georgia, Kazakhstan, and Uzbekistan. 


Gini Coefficient 2000 
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Figure 23.2 Changes in income inequality in transition countries, 1989-2000 


Note: own elaborations on Eurostat, Wiid and Povclanet data. 
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Figure 23.3 Changes in income inequality in transition countries, 2000-2007 


Note: own elaborations on Eurostat, Wiid and Povclanet data. 
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Figure 23.4 Income inequality and the crisis in New EU members 


Note: own elaborations on Eurostat, Wiid and Povclanet data. 


The second period considered here (2000-2007, Figure 23.3) saw a stabiliza- 
tion or a decrease of inequality for the majority of countries. In particular, the 
economies formerly part of the Soviet Union which experienced a sharp increase 
during the 1990s, with the exception of the Russian Federation, observed an 
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adjustment downwards; on the contrary, in those economies that were able 
to keep their levels of inequality below 30 Gini points in the previous period, 
disparities increased. As for the groups of the NEUM, inequality kept on rising 
only in Bulgaria and Romania, while the remaining countries stabilized at the 
levels reached at the beginning of the 2000s. Lastly, and with reference only to the 
NEUM due to data limitations, Figure 23.4 shows the most recent development of 
distributive patterns associated to the crisis started in 2007-2008. As also docu- 
mented by Eurostat (2014), income inequality stalled in the last years, mainly due 
to the income losses seen in the upper part of the income distribution during the 
financial and economic crisis. 


3 The drivers of income inequality during transition and their interplay 


3.1 Systemic change and inequality 

The drivers of inequality are in general very difficult to discern since distribu- 
tive outcomes are the converging point of the many economic, demographic, and 
structural forces in play; this complexity is of course enhanced by the massive 
institutional and structural change that occurred in formerly socialist countries 
over the past two and a half decades. 

This systemic change firstly attracted studies on the unexpectedly large and 
persistent output drop and macroeconomic unbalances that hit transition econo- 
mies. It was only in the second half of the 1990s that scholars also paid attention to 
the distributional consequences of the Great Transformation and a specific litera- 
ture on income inequality started to develop. Besides the first reference theoretical 
models of inequality in transition (see Ferreira, 1999; Aghion and Commander, 
1999), empirical contributions started to shed light on the variety of patterns 
of inequality in transition and on their drivers and channels. The difficulties in 
obtaining data on income inequality are well known and the early phases of transi- 
tion posed additional problems of data reliability and comparability across coun- 
tries. This explains why the extensive empirical literature on inequality dynamics 
focused mainly on single countries (or on one income component only). Examples 
of these papers are Gustafsson and Nivorozhkina (2004), Jovanivic and Lokshin 
(2004) and Alexeev (1999) for Russia; Newell and Socha (2007) and Szulc (2006) 
for Poland; Gardner and Terrel (1998) for the Czech and the Slovak Republics; 
Sahn, et al. (2000) and Skoufias (2003) for Romania; Kattuman and Redmond 
(2001) for Hungary; Dimova and Wolff (2008) for Bulgaria; Leping and Toomet 
(2008) for Estonia; Briick et al. (2010) for Ukraine; Pastore and Verashchiagina 
(2006) for Belarus; Kristi¢ and Sanfey (2007) for Bosnia and Herzegovina. Other 
contributions, on which we mainly focus here, were able to provide a wider, 
comparative picture. 

Undoubtedly, the first comprehensive studies were those by Milanovic (1998, 
1999) in which, besides a more general socio-economic assessment of the first stage 
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of transition, he provides an extensive cross-country picture on the dynamics and 
drivers of inequality and poverty. Among many insights, his main general find- 
ings were that (1) increasing wage dispersion was everywhere the main driver 
of the raise in income inequality; (2) private income sources other than wages 
contributed little to inequality (with the exception of a few countries); (3) social 
transfers played a minor countervailing role, with pensions being paradoxically 
pro-inequality in some countries of Central Europe and especially in Russia. 

A comparably extensive work is the one by Flemming and Micklewright 
(2000), who tentatively interpreted the generalized inequality increase in transi- 
tion in the light of the regressive impact of the removal of price subsidies through 
price liberalization, the massive privatization of public sector housing stocks, and 
the reduction in social in-kind benefits, as education and health. Likewise, Mitra 
and Yemstow (2006) provide evidence for the first half of the 2000s by contrasting 
Central-Eastern European and former Soviet Union countries. Their findings 
have been summed up into six drivers of inequality in transition: (1) wage decom- 
pression and growth of the private sector; (2) restructuring and unemployment; 
(3) changes in government expenditure and taxation; (4) price liberalization, infla- 
tion, and arrears; (5) asset transfer and growth of property income; and (6) tech- 
nological change and globalization. 

In the same years, studies focussing on those redistribution policies aimed at 
contrasting the inequality surge gained ground as well. For example, Giammatteo 
(2006) and Gerry and Mickiewicz (2008) show that state transfers and taxes played 
a vigorous and comparatively stronger role in Poland and Hungary during the 
transition period, allowing their government to hold down inequality during the 
most turbulent years. Conversely, Ivanova (2007) points out that the weak social 
policies which accompanied liberalization and privatization in Hungary, Poland, 
and Bulgaria did not play any countervailing role on inequality since the strong 
bias towards growth promoting measures, and their failure in the short-run, 
allowed economic conditions of large shares of the population to deteriorate in the 
absence of a minimal safety net. Ivaschenko (2002) finds that, during the 1990s, 
development level was associated with higher inequality in Eastern Europe, but 
with lower inequality in former Soviet Union countries. Beyond hyperinflation 
and war episodes, also systemic change driven by liberalization, privatization 
and deindustrialization are found to rise income inequality throughout the whole 
transition region. However, the role of government intervention does prove to be 
significant in curbing inequality. 

The distinctive feature of the work by Mikhalev (2003) is instead the focus on 
the distributive consequences associated with the evolution of the social struc- 
ture accompanying capitalist development in Russia and other former Soviet 
Union countries. In particular, the study emphasizes the new social stratification 
(new elites partially overlapping with the old ones; middle class of commercial, 
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managerial, and professional positions; low-income class consisting of blue-col- 
lars, farmers, and state sector employees; and the lowest social position occupied 
by deprived and marginalized people) as the basis of income polarization. The 
paper by Lukiyanova and Oshchepkov (2012) sheds light on Russia in the period 
2000-2005, emphasizing that overall income mobility was higher compared to 
western standards and strongly pro-poor. However, mobility (downwards) for 
the initially non-poor individuals was also high and the net effect was a modest 
reduction of income inequality. 

Another strand of literature, by maintaining a cross-country perspective, 
attempts to link directly the impact of transition reforms to inequality. Milanovic 
and Ersado (2011) employ a panel data approach to identify the effects exerted on 
income deciles shares by progress in reforms towards full market economies, as 
measured by the European Bank for Reconstruction and Development transition 
indicators. The analysis covers the period 1990-2005 and 26 formerly planned 
economies and reveals that economic reforms in general (e.g. measured using a 
summary transition indicator) were strongly pro-rich and anti-poor. However, 
this seems only to be a net effect of different forces acting in opposite directions: a 
statistically significant pro-inequality role is only played by large-scale privatiza- 
tion and infrastructure reforms, whereas small-scale privatization seems benefi- 
cial for the income share of the bottom deciles. Among the various insights for 
future research and policy implications drawn by the authors, the most general one 
is the emphasis on the importance and need of discriminating the various tran- 
sition components when analysing inequality and of considering their possible 
interactions and compensating forces. Also Aristei and Perugini (2014) attempt 
to render explicit the link between transition reforms approaches (in terms of 
speed and sequencing) and inequality patterns. They contribute to the existing 
literature by showing that those reform strategies that were more coordinated 
were better able to keep inequality at relatively low levels. This can be explained by 
the fact that, when all dimensions of transition proceeded more simultaneously, 
some forces (such as competition policies, exposure to foreign competition, the 
development of financial markets) were able to prevent the formation of rents and 
monopolistic positions and to ease a quicker pace of recovery, therefore releasing 
the pressure on employment and wages. This way, such reform strategies contrib- 
uted to limit the widening of the income distribution at both the upper and the 
lower tails. 

All contributions mentioned so far dealt with inequality from the perspective 
of personal/household income distribution. A relatively smaller literature adopted 
the functional perspective. Among them, Holscher (2006) contrasts inequality 
dynamics in the 1990s for the Czech Republic, Hungary, Poland, and Russia with 
that of Germany. He underlines that a common feature for the three Central 
European countries was the sharp rise of the share of profits during the first years 
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of transition, which later on declined; as a consequence, functional income distri- 
bution remained, over the longer run, relatively stable. This was not the case for 
Russia, which stood out as a case of changing functional income distribution, due 
to a persistent falling share of profits. This seemed accompanied by an increase in 
the share of transfers, although, as the Author warns, care should be exercised in 
interpreting this data, being only a rough approximation. Emphasis is also placed 
on the possible role of the informal economy in affecting the quality of data and 
the true dynamics of inequality (on this point, see also Rosser et al., 2000). Other 
studies emphasize that large-scale privatizations, besides trade openness, imple- 
mentation of new information and communication technologies and reduction 
in the prices of investment goods, are to be identified as the causes of the falling 
labour share in transition as well as in developed countries (Karabarbounis and 
Neiman, 2014; Azmat et al., 2012; Bassanini and Manfredi, 2012). The labour 
share issue has been mainly dug up in the last post-crisis years and it is fuelling a 
new animated debate around the classic question of functional income distribu- 
tion. Indeed, functional income distribution is a very influential component of 
overall income distribution (Daudey and Garcia-Pefialosa, 2007; Atkinson, 2009; 
Glyn, 2009), and it is strictly related to the systemic forces of the great transfor- 
mation discussed above (i.e. privatization, acceleration of technological change, 
globalization). 

The systemic change and the gradual entering into play of governance struc- 
tures and forces typical of capitalistic economies bring into the picture the set of 
factors commonly recognized as the drivers of inequality in modern societies. On 
the one hand, it must be remarked that labour incomes, alone or cumulated to 
income from other factors, determine individual and household income before 
taxes and subsidies. On this primary distribution (ie. determined by market 
forces and institutions), labour incomes play a crucial role, and the most impor- 
tant determinants of its dispersion are the structural and institutional charac- 
teristics of production systems: trade, technology, product and labour markets 
institutions (UNDP, 2013). On the other hand, taxes, transfers, and benefit 
systems determine the final level and features of inequality at household level, 
shaping what are commonly referred to as secondary and tertiary income distri- 
butions (Atkinson, 2009). 


3.2 Technology and trade 

A large body of studies has documented the changing wage structure and 
increasing inequalities related to the strict complementarity between technology 
and education (for an exhaustive review see Acemoglu and Autor, 2012). Indeed, 
one explanation that gained a vast consensus assigned a central role to the skill- 
biased technological change (SBTC), which increased the relative demand for 
educated workers. One broad conclusion reached by this literature was that the 
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increased wage dispersion was simply the outcome of a race between technolog- 
ical development and education (the forces behind shifts in demand and supply of 
skilled employees), with technology being the winner. 

Aghion and Commander (1999) adapted this reasoning to the case of transi- 
tion economies, in which the acceleration in the rate of technological change after 
1989 led workers to make the decision of migrating from declining to emerging 
sectors, but also of moving from plants with older equipment to those with newer 
equipment, in the same sector. Even when the technological differentials are very 
high and all workers would like to move to the new sectors/plants, only a fraction 
of them can do it in the short run. Labour market frictions and limited adaptation 
capabilities of the education systems raise a barrier that hinders a quick adjust- 
ment of human capital to technology. According to these authors, this explains 
the long run strong increase in inequality between and within education cohorts 
across post-communist economies and its larger magnitude compared to the one 
experienced by the developed economies over the 1990s. 

The consensus reached by the SBTC hypothesis has played a prominent role 
also in the following years, even if some ‘revisionist literature’ challenged it, 
by questioning the simple monotonic relationship between education and its 
returns. Workers, even with the same level of education, may be employed in jobs 
with different tasks, which require different types of skills. If labour demand is 
structured around tasks, rather than around formal education requirements, low 
educated people engaged in non-routine tasks (i.e. those not easily replaceable by 
machines, such as personal care) might enjoy higher returns than those workers 
with secondary education and middle-wage routine occupations. This job polari- 
zation (routine/non-routine jobs), generating a concentration of employment in 
either high-pay cognitive occupations or in low-pay manual-service jobs, has 
been observed in both the US and the EU (Acemoglu and Autor, 2012; Eurofound, 
2008). However, Eurofound (2013) reported a weakening of job polarization espe- 
cially across Eastern EU members in the years of the recent crisis for which data 
were available. More precisely, this study gives a picture in which only the Czech 
Republic clearly exhibits a decline in the mid-paid jobs between the second quarter 
of 2011 and the second quarter of 2012. The remainder of European post-commu- 
nist countries fall into the group that experienced an upgrading, that is, decline 
in lower paid jobs and increasing of mid/top-paid jobs (Poland and Lithuania), or 
a downgrading, that is, a situation where the opposite holds (Bulgaria, Estonia, 
Hungary, Latvia, Romania, Slovenia, Slovakia). 

Clearly, which sort of labour demand prevails in a given country or economic 
system crucially depends, in open economies, on their position in the inter- 
national division of labour. Therefore, the predictions and interpretations of 
the above mentioned theories are strictly interrelated with those derived from 
trade and foreign direct investment (FDI) theories. This is indeed the case for 
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the literature specific to transition countries, for which the end of the commu- 
nist regimes meant a sudden and abrupt re-positioning in the global economy 
geography, which greatly contributed to change or reinforce their specialization 
patterns (Perugini et al., 2008) and the quantity and quality of labour demanded 
by firms, domestic or foreign. For example, Egger and Stehrer (2003) used data 
on real monthly wages in 14 NACE 2-digit manufacturing industries (1993- 
1999) and analysed the effects of outsourcing and FDI on wage bills between 
non-manual and manual workers in the Czech Republic, Hungary, and Poland. 
Outcomes revealed a positive effect of trade in intermediate goods on unskilled 
workers remunerations, leading to a reduction of the skilled/unskilled wage bill 
ratio. Esposito and Stehrer (2009) used data collected from National Statistical 
sources of the three countries mentioned above (period 1995-2003) and showed 
that the sector bias of skill-biased technical change is important in explaining the 
rising relative wage of skilled workers in the manufacturing sector in Hungary 
and Poland; on the contrary, results for the Czech Republic did not support this 
hypothesis. Onaran and Stockhammer (2008) analysed the case of the Czech 
Republic, Hungary, Poland, Slovakia, and Slovenia for the period 2000-2004, 
using data for 14 sectors. They estimated the effects of FDI and trade on real 
wages (higher FDI were found to increase real wages, but with small effect, while 
more international trade was insignificant), but they did not address the issue of 
skilled/unskilled wage gap. Bruno et al. (2004) found that in Poland, Hungary, 
and the Czech Republic FDI has not worsened wage inequality by favouring 
labour demand shifts, but they contributed to raising the skill premium through 
the role played by multinational firms in the restructuring process during transi- 
tion. Similarly, Eriksson et al. (2013) found that the observed increase in wage 
inequality in the Czech Republic in the period 1998-2006 was mainly due to 
the increase in foreign ownership of firms and domestic competition and to the 
change in the educational composition and increased sorting of university-edu- 
cated individuals into the most productive firms. 


3.3 Labour market institutional settings 
Despite technological change and globalization processes that were pervasive 
across all developed and transition countries, there is evidence showing that the 
magnitude and timing of changes in the levels of wage dispersion are far from 
homogenous (OECD, 2011). This evidence led many authors to explore the role 
of institutions as additional determinant of the wage structure (see, for extensive 
reviews on the topic Saint-Paul, 2000; Lemieux, 2011; Boeri and van Ours, 2013; 
and Berg, 2015). 

First of all, it must to be remarked that there is no convergence among scholars 
concerning the role that institutions play in inequality. Saint-Paul (2000) states 
that support for labour market institutions arises if income can be distributed 
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from the group of unemployed to the group of employed (both qualified and 
less qualified), who then receive a rent. This way, labour market institutions are 
influenced by incumbent employees in order to promote their own interests. On 
the contrary, Berg (2015) argues that the recently occurred erosion of certain 
institutions that govern the labour market has contributed to rising overall 
inequality in many countries around the world. Other authors stress more the 
point of labour market institutions preventing market failures and favouring 
earnings redistribution from employers to employees, even though the same 
institutions can end up fuelling wage inequality when asymmetries and two- 
tier reforms are at work (Boeri and Garibaldi, 2007; Boeri and van Ours, 2013). 
This is the case for employment protection legislation, in which asymmetries 
in protection levels cause labour market segmentation between temporary and 
permanent workers. 

According to Esping-Andersen and Regini (2000), a common strategy to 
promote flexibility in NEUM and FSR has been, on the model of Western EU 
countries, the liberalization of temporary contracts (so-called flexibility at the 
margin). Fixed-term contracts were introduced during transition also with the 
particular aim of easing labour reallocation in a period of intense job creation 
and destruction. On the side of firms, the opportunity of activating tempo- 
rary contracts helped coping with uncertainty related to newly initiated activi- 
ties and the general transition environment, especially in the countries where 
employment protection legislation was stricter and/or more strongly enforced 
(Rutowski et al., 2005). However, labour market liberalization did not concern 
temporary contracts only. As other authors observed, at the outset of transition 
overall protection laws for workers and their enforcement in NEUM and FSR 
were not in fact particularly restrictive if compared to Western European stand- 
ards (Boeri and Terrell, 2002). This also means that asymmetries in protection 
levels between temporary and permanent workers are less important in Eastern 
Europe, compared to the West. 

By following a similar line of reasoning, Holscher et al. (2011) and Perugini and 
Pompei (2015b) studied the characteristics of dual labour markets in the NEUM, 
compared to those of Western EU countries. They found that, in the former, 
massive privatization and liberalization processes, as well as the firms down- 
sizing occurring during transition, have probably enacted the push forces to place 
the weakest segment of labour force (low-educated and low-experience persons, 
young people, women) out of employment or in the newly emerged secondary 
sector of the labour market. Thus, the introduction of temporary contracts in 
the 1990s can also be viewed as a means to provide an alternative to unemploy- 
ment. Conversely, in Western EU countries, the remarkable asymmetry between 
highly protected regular jobs and highly deregulated temporary jobs (Boeri and 
Garibaldi, 2007) produces a duality that is identified in the employment status 
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rather than in differences in personal and social characteristics, or in structural 
factors. 


3.4 Welfare and redistributive models 

As mentioned at the beginning of this section, besides primary income, secondary 
and tertiary distributions also provide crucial information by describing distribu- 
tive patterns of household incomes after taxes, social transfers, and other no-cash 
benefits provided through social programmes (UNDP, 2013). As apparent, strict 
complementarities exist between the systemic changes described above and the 
welfare and fiscal systems adopted in transition countries. For this reason, very 
often differences in social and fiscal systems are discussed within wider concep- 
tual frameworks, such as those provided by worlds of welfare systems (Esping- 
Andersen, 1990) and varieties of capitalism approach (Hall and Soskice, 2001; 
Amable, 2003). 

In the worlds of welfare systems approach (Esping-Andersen, 1990), the 
role of the state to make living standards independent of pure market forces is 
investigated and three ideal types of social systems are identified: (1) liberal; (2) 
corporatist; (3) social democratic. In short, a liberal system refers to limited and 
conditional benefits; a corporatist one is characterized by the state involvement 
in provision of social protection, but a relevant stratification of social-insurance- 
based benefits exists and an important role is assigned to the family; lastly, a social 
democratic system aims at providing universal coverage. 

The varieties of capitalism approach has been applied to industrialized coun- 
tries, often within the OECD context, and helps distinguishing between so-called 
liberal market economies (LMEs) and coordinated market economies (CMEs). Each 
type exhibits particular institutional complementarities and particular implica- 
tions for economic performance (Hall and Soskice, 2001). The empirical literature 
(see, e.g. Pryor, 2005; Saint-Arnaud and Bernard, 2003; Visser, 2001; Nicoletti 
et al., 1999) found some variety within the coordinated model (distinguishing 
the Scandinavian from the Continental European one), and hybrid varieties that 
are not able to exploit institutional complementarities (mixed market economies). 
Other authors more explicitly criticize this approach for its lack of completeness 
and methodological rigor (Amable, 2003); others underline that it is not suitable 
to explain the institutional fabric and economic performance of transition econo- 
mies (Mendelski, 2010; Ahlborn et al., 2014). 

In view of the many institutional dimensions to be taken into account and of 
their strong complementarity, Amable (2003) elaborated five models of capitalism 
(Liberal Market, Asian, Continental European, Socio-Democratic, Mediterranean) 
in which he classified 16 countries of Western Europe plus the US, Australia, 
Korea and Japan at the end of the 1990s. Within this stream of literature, various 
attempts have been made to classify the models of capitalism emerging in the 
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former planned economies of Central-Eastern Europe and the Baltic regions 
(see Cerami and Stubbs, 2011, for a survey). They unanimously agree that these 
countries still diverge remarkably from the Western models due to their relatively 
higher levels of state presence in the economy and dependence on foreign capital. 
The literature also tends to classify the Visegrad countries (Poland, Hungary, the 
Czech and the Slovak Republics) as dependent market economies (Hancké et al., 
2007) or embedded neo-liberal models (Bohle and Greskovits, 2007). Nolke and 
Vliegenthart (2009) and Lane (2007) classify Slovenia along with the Visegrad 
group. The Baltic countries have also been identified as a separate neo-liberal 
model (Bohle and Greskovits, 2007). 

Lastly, strictly related to the choice of the social system as better able to achieve 
an effective and equitable secondary and tertiary income distribution, is the 
question of social preferences for redistribution, largely discussed in literature 
(see Stern, 1977; Cowell and Gardiner, 1999; Evans, 2005; Alesina and Giuliano, 
2009). 

Aristei and Perugini (2010 and 2015) focus on NEUM and deal empirically 
with this topic from a much less investigated point of view, the one of collec- 
tive preferences for redistribution as revealed by the progressiveness in income 
taxation. Their papers provide evidence on the heterogeneity of collective prefer- 
ences for income redistribution in NEUM, starting from 2006. This is done by 
observing the collective choices in terms of redistribution, as incorporated in the 
national fiscal systems in terms of progressivity of taxation, and assuming that 
the principle of equal sacrifice drives the decisions of policy makers when setting 
the marginal tax rates. Empirical results show that, differently from western EU 
countries, NEUM prevalently show low inequality aversion parameters that also 
are negatively related to objective inequality. 


4 Summary and conclusions 

This article provides an overview of the dynamics of income inequality during 
the transition of Central-Eastern European, former Soviet Union and former 
Yugoslavian countries, and of the major explanations proposed by a selected liter- 
ature. After supplying some empirical material, it attempts to provide a unified 
framework that includes the main forces into play and highlights their complex 
interactions, emphasizing how the weight of these factors changed over time. 
Some determinants, strictly related to systemic and institutional change, more 
intensively played their role at the early stage of transition (1990s), while others 
entered into force when the features of market-based economies became domi- 
nant (2000s). The latter include technological change, labour market institutional 
settings, the position of each economy in the international division of labour, and 
welfare models; all factors that are and will also be crucial in shaping the distribu- 
tive impacts, in the short and in the long run, of the still ongoing global crisis. 
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Corporate Social Responsibility: A New Business 
Philosophy 
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Abstract 

Changing the paradigm of business philosophy encourages a rethinking of the 
business activity of enterprises and expands their responsibilities limits. The 
chapter examines the key prerequisites for the formation of the corporate social 
responsibility concept. The essence of the concept and its multidimensional level 
are defined. It examines the differentiation between corporate social responsi- 
bility and corporate social sustainability. The characteristics of the main indices 
and standards which are used in the practice of socially responsible business are 
mentioned. The necessity of the creation and publication of non-financial reports 
is highlighted. 


Keywords: Corporate Social Responsibility; Sustainable Development; Ethical 
Behaviour; Business 


1 Introduction 

With the rapid development of globalization and integration processes, entities are 
obliged to act in increasingly tough competitive conditions. Taking into consid- 
eration the growth rates of production processes, technological progress, and 
modernization of the economy in general, society raises questions: who should be 
responsible for the negative impacts of business on the society, the environment, 
and so on? Business faces the problem of creating constructive, communicative 
relationships with the society, and that problem should be solved by the concept 
of corporate social responsibility. Taking into consideration a number of global 
issues of humanity in recent times, the responsibility of entities to the community 
for their activity or inactivity is a necessary condition for the functioning which 
provides a number of competitive advantages. 

In the majority of developed countries, the concept of corporate social respon- 
sibility (CSR) is recognized as business strategy and has a complex character, 
whereas in the majority of developing countries two properties can be identi- 
fied - obligatory social and other payments in accordance with the legislation 
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and voluntary CSR programmes initiated by companies. These programmes have 
irregular, single character and are realized as a charity and sponsorship. 

Within this article it is supposed to disclose the concept of ‘corporate social 
responsibility’ and the key stages of the concept development, its multidimen- 
sional nature and complexity, analyse the key approaches to the relationship of 
the CSR concept with financial performance of the company, and investigate the 
experience of the phenomenon of standardization and interconnection with the 
concept of sustainable development. 


2 Evolution of the CSR concept 

The concept of the corporate social responsibility has a long development history, 
but in modern terms it was formed only in the 1960s and 1970s in the United 
States. In general, the stages of the concept can be identified as follows: 


e¢ The embryonic phase began in the last decades of the nineteenth century. 
Global changes in the relationship of business and society were reflected 
in the early twentieth century in the papers of J. Clark ‘Social Control of 
Business’ (1926) and T. Kreps ‘Measurement of the social performance of 
business’ (1940). Fundamentals of the CSR concept were established in the 
works of the founders of economic sociology: A. Smith (2009), D. Ricardo 
(2004), A. Marshall (1997) and others. In the fundamental paper of one of the 
founders of political economy - A. Smith’s ‘Inquiry into the Nature and the 
wealth of nations’ (Smith A., 2009) — the social factors of economic develop- 
ment and the motives of human behaviour have been analysed, the theory 
of human needs has been developed. D. Ricardo in his basic paper ‘On the 
Principles of Political Economy and Taxation’ (Ricardo, 2004) has established 
the foundations of the labour theory of value. He argues that labour is a fac- 
tor of cost formation and takes central place in the labour process taking into 
account the social principles of a worker, particularly, his rights along with 
the duties. Direct impacts on the formation of the social responsibility of 
business structures have been made by A. Marshall’s economic developments 
(Marshall, 1997). He introduced the concept of ‘human capital’ and believed 
that in addition to economic motives and incentives to the activity, social ones 
should be allocated also, which greatly contribute to the development of a 
free competition. Such fundamental researches of labour processes allowed 
significant development in the confirmation and scientific justification of the 
social responsibility importance not only to employees of businesses, but also 
to society as a whole. Thus, we can conclude that at this stage some basic prin- 
ciples and concepts that became the basis for the formation of future holis- 
tic CSR concept have appeared and socially oriented capitalism theory has 
actively been developed; 
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e The formation phase (1930-1970 years) was marked by the intensification of 
attention to the necessity of transformation of business operation taking into 
account the responsibility of the corporate sector to the public. This has led 
to the development of the fundamental principles of the CSR concept and the 
introduction of the very notion to the scientific use (the term was proposed 
in 1953 by Howard Bowen). During this period works of K. Davis (1960), W. 
Frederick (1960), J. McGuire (1963), etc., have appeared. K. Davis (1960) has 
made the important contribution to the CSR concept. He proposes to consider 
social responsibility in the administrative context, and his ‘iron law of respon- 
sibility’ is used even today; 

¢ The development phase began in the 1970s. At this stage, research priorities have 
been changed with regard to certain theoretical aspects to the analysis of practi- 
cal cooperation between business and society. Much attention was focused on 
the following aspects: social activity and consumption growth, social responsi- 
bility for the environment and the ethics of business, increasing pressure from 
environmentalists, consumer protection, and working conditions of minors and 
women. At this stage, at the development of Bowen’s definition, Carroll (1999) 
proposed four aspects of the concept of corporate social responsibility (eco- 
nomic, legal, ethical, and philanthropic responsibilities) which today serves as a 
starting point in understanding the essence and structure of CSR. Moreover, at 
this stage a number of alternative concepts within the CSR (global citizenship, 
stakeholder management, corporate sustainability, community relations, social 
responsibility, and social investment) were formed. 


The appearance of three main theories of doing business which determine the 
approaches of companies’ responsibility for the society have become the funda- 
mental basis for establishment of the CSR concept. 

‘The first theory which today is considered to be a classical one was proposed by 
Milton Friedman in 1970 and was called the ‘the theory of corporate self-interest’. 
The main idea of this theory is a following quotation: “There is one and only social 
responsibility of business - to use its resources and engage in activities designed 
to increase its profits as long as it stays within the rules of the game’ (Friedman, 
1970). 

The second theory proposed by the Committee for the Economic Development 
(CED) of the USA in 1971 is called ‘theory of corporate altruism’. Its main idea is 
as follows: ‘corporations are obliged to make a significant contribution for quality 
improving of the society life’ (CED, 2014). 

‘The previous two theories are radically opposed to each other. The third theory 
has a ‘neutral’ position and is called ‘enlightened self-interest theory’. Within this 
approach the primary purpose of business is the formation of a favourable social 
environment and reputation through the implementation of social programmes. 


480 Serhiy Lyeonov, Tetyana Vasylyeva, and Anna Lasukova 


Corporate social responsibility has two external and internal dimensions 
which are closely interconnected with the nature of the programmes and social 
initiatives that are being implemented. 

Internal corporate social responsibility is a business practice in relation to 
the company’s staff and everything that concerns the development of human 
resources and capital: 


e labour protection, 

e staff involvement with the investment programmes for the development of 
human capital, 

e stable payments, 

e regular improvement of staff training, 

¢ insurance system implementation (health and social), 

e staff involvement with the transformation of the company management sys- 
tem and also with participation in realization of social projects (volunteering) 


External corporate social responsibility is a manifestation, primarily, in social 
initiatives and projects aimed at improving the social welfare. In particular, it is 
possible to identify the following directions: 


¢ interaction with society (government, non-profit organizations, local authori- 
ties, public organizations, etc.), 

e charity and sponsorship, 

e ecology (the realization of programmes aimed not only at the environment 
improving, but also of those that exceed environmental standards set by the 
state, such as consumption of power, paper, etc.), 

e legislation and regulations compliance and ethical conduct in business 


The empirical studies of the effect from the CSR implementation occupy a special 
place in the evolution of attitudes towards the formation of the CSR concept. The 
emergence of alternative concepts has led to the escalation of debates on business 
development paradigm based on the concept of CSR and the need to study the 
CSR impact on the activity of enterprises. A considerable amount of fundamental 
research papers are devoted to investigations of the relationship between CSR and 
financial performance of the entities. The approaches of all the researchers who 
investigated this relationship should be divided into two groups: (1) is determined 
by the impact of CSR on the financial performance through several financial indi- 
cators; (2) is determined directly by the nature of the relationship between indica- 
tors (positive, negative, and neutral). 

The most important papers of the first approach were written by J. McGuire, 
A. Sundgren, and T. Schneeweis (McGuire et al., 1988), A. McWilliams and D. 
Siegel, (2000), R.M. Roman, S. Hayibor, and B.R. Agle (1999), and others. Return 
on assets (ROA), return on equity (ROE), return on sales (ROS) and market share 
are the main indicators, which correlate with corporate social responsibility. 
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The group of scientists that investigated the nature of the relationship between 
financial indicators and corporate social responsibility (positive, negative, neutral) 
is represented by S.A. Waddock and B.G. Samuel (1997) and P.L. Cochran and 
R.A. Wood (1984). The evidence of positive relationship between corporate social 
responsibility and financial performance was established empirically. Connection 
specificity is shown in the improvement of the company reputation, predicting 
negative outcomes, adherence to the established laws and regulations that will 
ensure the avoidance of penalties, and so on. 

The positive relationship between corporate social responsibility and financial 
performance has been identified in the fundamental research of M. Orlitzky et al. 
(2003). Meta- analysis was based on 52 quantitative studies with a total sample of 
33,878 observations for the presence of feedback between corporate social respon- 
sibility and financial performance. On the basis of this study it was concluded 
that a positive relationship between these indicators as well as the positive impact 
of stakeholder approach had been proved. The financial success of the company 
depends on its ability to formulate adequately and clearly the corporate strategy 
development, to provide its full and timely implementation taking into account 
the interests of stakeholders (Orlitzky et al., 2003). 

Among the existing scientific studies that illustrates the cohesion between CSR 
and efficiency in the bank context, the research of G. Keffas and O. Olulu-Briggs 
(2011) is especially important. The researchers have discovered a definite correla- 
tion between the CSR and the financial performance of banks in the USA, the 
UK, and Japan. All banks in the study were divided into two groups: banks that 
declared the presence of corporate social responsibility were in the first group; 
banks in which the corporate social responsibility was absent made the second 
group. The authors note that sustainable banks (those that implement corporate 
social responsibility) have a better capital adequacy but a lower rate of return than 
banks which do not spend money on social programmes. Confirming the hypoth- 
esis about the close positive correlation between the corporate social responsibility 
and the financial performance, the researchers emphasize that, in spite of the 
significant reduction in liquidity of socially responsible banks, the implementa- 
tion of social programmes helps them to accumulate competitive advantages in 
the long-term perspective. 

Scientists K.E. Aupperle, A.B. Carroll, and J.D. Hatfield (1985) and M. 
Moskowitz (1972) have proved the presence of the negative relation between 
corporate social responsibility and financial performance. Among the entire set 
of indicators, the negative relation was found for price changes in companies’ 
shares, profit, dividends and so on. 

In the papers of G.J. Alexander and R.A. Buchholz (1978) and A. Ullmann 
(1985) a lack of connection between corporate social responsibility and financial 
performance is established due to random variables for the most indicators and 
causes ambiguous conclusions about the presence of correlation. 
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3 Amulti-dimensional view of the CSR concept 

Corporate social responsibility is connected with many sciences, such as 
economics, sociology, law, philosophy, and management. It confirms the strategic 
importance of CSR for business and the great interest of science because of the 
developed concept and categories, methodology, and tools of each represented 
science. 

CSR is a multi-level category that includes responsibility, social responsibility 
as a specific type of responsibility, and CSR as that of social responsibility with 
the subject corporation. As M. Velasquez (2003) noted, the terms ‘responsibility’ 
and ‘responsible’ have at least three different interpretations within the category 
of ‘moral responsibility’. The interpretation of moral responsibility is directly 
related to the three key categories: ‘ethics charity’ that examines the personality 
of the subject which makes the decision, ‘universalism’ that estimates the ethics 
of intentions, and ‘utilitarianism’ that estimates the total result. 

Primarily, social responsibility was treated in a broad sense as a responsibility 
to the society, namely, the society as a whole. Business is the institution created 
by social development and therefore has a duty to meet the expectations of the 
society. However, CSR interpretations in the context of ‘social sphere’ and ‘social- 
ly-oriented programs’ (programmes to support welfare of socially disadvantaged 
groups of people) have become wide-spread. In a narrow sense, CSR is interpreted 
as voluntary, that is, outside the company business (Blagov, 2011). 

The CSR interpretation as a corporate one has identified its analysis subject 
exactly because the leading corporations are located in the heart of the debate 
about social responsibility and create the most acute problems of business and 
society interaction. But they are also the generators of the best practices of socially 
responsible behaviour. Also, this approach allows the building of management 
models that describe the corporation as the most complex form of business 
organization. 

The main subjects of responsibility in most approaches to the CSR interpreta- 
tion are both business that systematically interacts with the society and the corpo- 
ration and the manager who makes decisions. Moreover, neither the corporation 
nor the manager is regarded as independent moral agents who actively form their 
social responsibility (Blagov, 2011). 

The decisive role in the formation of an integrated approach to the analysis 
of external forces which determine the responsibilities of corporations and their 
managers belongs to research papers of K. Davis. In his opinion, the problem of 
social responsibility should be considered at the system level and at the level of 
the individual firm - in the administrative context. A businessman takes concrete 
decisions and the corresponding Business Institute defines only ‘cultural bound- 
aries, activities, specific interests’ (Davis, 1960, p. 71). 

Business and society are systems that penetrate into each other and are united 
by the market and state policy. In turn, state policy is not only laws and regulations, 
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but also the model of wide social control that is realized through public opinion, 
authentication mechanisms of social problems, and the formal legal requirements 
and practices of their implementation and use (Preston and Post, 1981). Thus, the 
interaction of a particular company with its social environment is divided into 
primary and secondary. Within the primary interaction, the firm realizes its basic 
function and the secondary provides a variety of indirect effects. Thus, the firm 
has a dual responsibility - to the market and the state which regulates these indi- 
rect effects. It is important to note that without primary interaction - without a 
solution of economic problems - the company cannot exist. That’s why Friedman’s 
opinion towards the main goal of the company - getting profit (Friedman, 1970) - 
truly reflects the basic reference point of successful social activities. The company 
is not responsible for solving all these problems, but only is responsible for those 
ones which are generated by itself and deal with its activity and affect its interests 
(Preston and Post, 1981). 

CSR is a multilevel responsibility which includes economic, legal, ethical, and 
discretionary aspects. This model has a managerial nature. Economic responsi- 
bility is a core function of the company in the market as a producer of goods 
and services that allows meeting the needs of consumers and making a profit. 
Legal responsibility is the necessity to observe the law, to meet the expectations 
of the society fixed in the legal regulations. Ethical responsibility requires from 
the company business practice the conformity to expectations of the society, 
which are not recorded in the relevant legal regulations, but are however, based 
on the existing standards of morality. Discretionary (philanthropic) responsi- 
bility motivates the company to actions directed to the support and development 
of the society welfare through its voluntary participation in social programmes 
(Carroll, 1999). 

Corporate social responsibility answers the question of why a company should 
act in a particular way. The principles of legitimacy, public and legal responsibility, 
and freedom of managerial choice enable structuring the relationship between 
the societies, business in general, and the individual companies and managers as 
individuals. 


4 From corporate social responsibility to corporate social sustainability 
The concept of corporate sustainability (CS) is formally the youngest of all the 
concepts that belongs to the alternative ones and occurs in the evolution of the 
CSR concept. Its appearance is dated by the second half of 1990; this concept is 
the traditional microeconomic interpretation of the concept of sustainable devel- 
opment. According to the report of the World Commission on Environment and 
Development (WCED) ‘Our common future’ or ‘Brundtland Report’ in 1987, 
sustainable development is development that meets the needs of the present 
without compromising the ability of future generations to meet their own needs 
(WCED, 1987, p. 43). 
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In 1992 the idea of sustainable development was officially supported by the 
United Nations Conference on Environment and Development (UNCED). It was 
served as the basis for creating the Business Council for Sustainable Development 
(BCSD) which in 1995 became the World Business Council for Sustainable 
Development (WBCSD). Among the research papers that have made a significant 
contribution to evolution from CSR to CS, it is necessary to highlight the articles, 
reports, monographs of J. Elkington, M. Van Marrewijk, R. Steurer, M.E. Langer, 
A. Konrad, A. Martinuzzi, T. Dyllick, K. Hockerts, and others. 

The special contribution was made by J. Elkington. He developed the defini- 
tions and categories of the CS concept and introduced the definition of ‘triple 
bottom line’ (TBL, 3BL) which includes a financial and environmental dimension 
concerning the idea of eco-efficiency and the assessment of the social and wide 
economic impact which was not considered in traditional ‘financial bottom line’ 
(Elkington, 2004). 

CSR and CS can be treated as one-level concepts in relation to the company’s 
activity. CSR is associated with social expectations, transparency, dialogue with 
stakeholders, and social accountability. Meanwhile CS is associated with agency 
problem, added value, environmental management, human resources manage- 
ment, and capital management. (Van Marrewijk, 2003). 

With the development of the CSR and CS concepts the list of standards and 
codes is increasing and enables estimations of the efficiency of these concepts 
and adherence to the rules and regulations. The number of social initiatives 
implemented by business entities (including banks) worldwide is constantly 
growing - the companies take voluntary obligations on environmental protec- 
tion, the community development, ethical behaviour, and so on. However, with 
the increasing of social responsibilities, the entities are more and more burdened 
with obligations in the form of standards, reports, codes, and so on. Thus, there is 
a tendency of increasing demands for investment means from sustainable devel- 
opment investments. 

In modern business practice implementation of the corporate social responsi- 
bility concept the following list of Standards and Codes is applied: 


¢ GRI (Global Reporting Initiative is the standardization system of social report- 
ing based on the TBL approach of the concept of sustainable development), 

¢ AA1000 series (recommendations and guidelines for the preparation of social 
reports based on social dialogue with stakeholders; key principles: comprehen- 
siveness, materiality, response), 

¢ Caux Round Table Principles for Business (business principles based on the 
concept of corporate social responsibility), 

e DJSI (Dow Jones Sustainability Index is used to provide investors with guid- 
ance for managing a portfolio of social investments), 
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e EFQM Business Excellence Model (principles and a model of efficiency in the 
entity activities in accordance with the public interest), 

e SA 8000 (standard certification of entities in the sphere of labour relations), 

¢ ISO 26000 (standard on CSR is for informational purposes only, contains a list 
of events and activities of the entity in the context of its social initiatives), 

¢ Global Sullivan Principles (principles of support the economic, social, and 
political justice entities in a place of business activity), 

¢ UN Global Compact (basic principles of business entities that are involved in 
solving global problems), 

e FTSE4Good (index, a benchmark for investors, includes the calculation 
of the environmental component of business entities, human rights, anti- 
corruption) 


The most internationally widespread standards are: AccountAbility 1000, Global 
Reporting Initiative, SA 8000, DJSI, MSCI KLD 400 Social Index, ISO 26000, The 
Global Sullivan Principles, FTSE4Good Index Series, Calvert Social Index, Jantzi 
Social Index.. 

The report is built on the principles of GRI and makes it possible to high- 
light the actions of an entity to improve the environment, economic, and social 
surroundings (employment, society, human rights, the responsibility for the 
product/service, etc.), the result of such actions, and obtain information about 
the strategy that is used for the assigned tasks. It is important to understand that 
GRI, based on the TBL approach, does not determine the actions of an entity 
designed to increase social responsibility. It only helps to describe the adoption 
and application of various codes, policies, and management systems. 

Achievement of economic, environmental, and social sustainability of the 
corporation requires implementation of all levels of corporate social responsi- 
bility which forms the Carroll pyramid: economic, legal, ethical, philanthropic 
responsibility. 

Achieving corporate sustainability according to T. Dyllick and K. Hockerts 
(2002) is not possible without the interconnected development of economic, 
natural and social capital of firms, where natural and social capitals are non-sub- 
stitutable and irreversible. Thus, to become truly sustainable the company should 
pay attention not only on the business argument, but also the natural and social 
arguments in favour of sustainable development. 


5 Summary and conclusion 

This article examines the main points of ethical business behaviour that bases on 
the corporate social responsibility concept. Undoubtedly, the concept of corpo- 
rate social responsibility implementation provides entities significant competitive 
advantages in the market. The complexity of the concept is directly related to the 
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globalization and world internationalization processes. The CSR concept as a new 
and multidimensional definition has a lot of synonyms, but it should be noted 
that the CSR concept has become a fundamental strategy of business. 
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Abstract 

This chapter summarizes the theory and evidence regarding Mass Privatization 
programmes in the post-communist environment. It first defines Mass 
Privatization and compares it to other ways of privatization used during the post- 
communist transition. It then summarizes the economic and political arguments 
for and against this method of privatization. Finally, it discusses the research on 
the economic and public health consequences of Mass Privatization. 


1 Introduction 
The Washington Consensus - the policy package approved by the international 
financial institutions to assist developing countries in crisis — faithfully promoted 
three big policies for transition economies (Williamson, 1990). These were liber- 
alization, stabilization, and privatization. This policy package was commonly 
referred to as Shock Therapy and was based on the experience of liberalization 
and stabilization programmes in Latin America and Africa that started with the 
third world debt crisis starting in 1980. However, unlike in those regions, the 
post-communist countries were fully industrialized but had no domestic investor 
class. Furthermore, their economies were dominated by technologically obsolete 
enterprises that were uncompetitive on globalized markets. In this context, there 
were no established policy proposals for achieving large-scale privatization. 
Sympathizers of neoliberalism developed a strategy for rapid and large-scale 
privatization which they viewed as absolutely vital for both economic and espe- 
cially political reasons. They were convinced that free markets and rapid priva- 
tization, given a stable monetary environment, would transform the inefficient 
state-owned enterprises inherited from socialism into dynamic capitalist firms. 
As the European Bank for Reconstruction and Development (EBRD) would 
phrase it, ‘private ownership would ensure profit-oriented corporate governance, 
while liberalization of trade and prices would set free the competitive market 
forces that reward profitable activities. Firms would have therefore both internal 
and external incentives to restructure’ (EBRD, 1999, p. 167). 
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2 Varieties of privatization 
There were nine different ways in which privatization was accomplished after the 
collapse of the Soviet empire: 


1. 


Competitive auctions, which are the most straightforward way of privatization. 
Often competitive auctions occur following a period of active economic 
restructuring. This type of privatization often results in some form of foreign 
ownership, due to foreign investors’ extensive experience and better access to 
markets, capital, and technology. Competitive auctions was the main form of 
privatization employed in Hungary and Poland (King and Sznajder, 2006). In 
case of competitive auctions, governments often pay attention to other criteria 
rather than just the price paid for the shares: for example, cash transactions 
and maintaining the existing employment rather than creating new invest- 
ment are considered important (Berg and Berg, 1997). 

Non-competitive auctions, which often are associated with ‘oligarchs’, or 
entrepreneurs with extensive networks of political connections, who priva- 
tize via rigged auctions. Prices paid for shares in the enterprises privatized 
through this method are remarkably low. Russia’s raw materials sector was 
mostly privatized through non-competitive auctions, leading to the most 
crucial assets of Russia’s economy, such as oil and metals firms, being sold 
to oligarchs for media and political support to the ruling party and Yeltsin’s 
re-election, in particular (King and Treskow, 2006). 

Management and employee buyouts (MEBOs) are the most common form 
of privatization. In almost all cases MEBOs involve significant discounts to 
enterprise insiders. Sometimes they would use lease-to-own arrangements, 
where managers and employees would lease the enterprise from the state until 
they paid an amount that made them its owners. This type of privatization is 
particularly common for small enterprises. 


. Employee shared ownership schemes (ESOPs). Unlike ordinary management 


and employee buyouts, in this method of privatization there is a legal device 
that centralizes the ownership and voting of the workers. This is crucial since 
it guarantees actual worker control. These were very rare throughout the post- 
communist world, and were mostly prohibited in practice in Russia. 

Foreign Direct Investment (FDI), which is usually the outcome of fair auctions, 
but can also be accomplished in other ways. Some states express formal or 
informal preference for FDI (e.g. Estonia, where FDI was sought to counter- 
balance Russian domination and a way to establish the long desired links with 
the West). FDI can be attracted via closed tender, where the process is not 
transparent but negotiated between the government and foreign buyers behind 
closed doors. Apart from Estonia, FDI is the dominant method of privatiza- 
tion in Hungary, and other Central and Eastern European (CEE) countries. 
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FDI can also take the form of joint ventures, often with state owned enter- 
prises (this is very common in contemporary China). 

6. Cross-ownership, which allows firms to purchase the shares of other firms, 
which in turn purchase the shares of their new owners. The result is a system 
of cross-institutional ownership where a group of firms own themselves, 
which in essence means that the management of these firms control them 
from outside owners. This type of privatization was most notably used, for 
example, in the Czech Republic. 

7. Privatization via greenfield investment is used to postpone the dismantling 
of state ownership in order to create conditions conducive to the formation of 
new enterprises and the exit of inefficient firms. This strategy is used to facili- 
tate the natural growth of the private sector around the existing state sector. 
This type of privatization was most notably used in China. 

8. Privatization through vouchers or coupons, which are distributed to citi- 
zens. Such vouchers, which have much greater value than their cost to the 
public, are designed to be used for purchasing enterprises during privatization 
auctions. They can be used to directly purchase shares in firms or invested in 
Investment Funds, which then use them to privatize firms. Russia is the most 
famous example of voucher privatization. 

9. Restitution. Although very rarely used, in some cases the legal title of some 
enterprises that had been nationalized by the Communist regime was returned 
to their original family of ownership. In other instances, vouchers were given 
by the government as compensation to the owners of property that was nation- 
alized earlier. 


All countries combined various privatization strategies. Mass privatization 
programmes were mostly accomplished with a combination of voucher privatiza- 
tion and MEBOs. 


3 Privatization debate 

There are a number of arguments justifying privatization. The most prevalent 
is that private enterprises are significantly more efficient than State Owned 
Enterprises (SOEs) as political considerations rather than pure market calculation 
would lead to suboptimal allocation of resources. Furthermore, as SOEs enjoy 
continuous bailouts by the state, their performance does not affect the probability 
of their survival. Finally, it is believed that due to the lack of proper monitoring 
of SOE operations and the lack of a proper incentive structure stemming from 
private ownership, the level of corruption in such enterprises is usually very high, 
which furthermore affects their performance. While most economists have little 
doubt about the benefits of privatization over state ownership, the opinion on 
how quickly state enterprises have to be privatized varies dramatically. Shock 
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therapists push for rapid privatization, to gain the benefits of private ownership 
as quickly as possible. 

The gradualist approach to economic change advocates for very slow and 
incremental restructuring, often finding justifications in institutionalist or statist 
ideas (Burawoy and Krotov, 1992; Murrell, 1992). The main assumption of the 
gradualist stream is that when the institutional environment is underdeveloped, 
rapid reforms can be devastating for socio-economic development (Hamm, et al., 
2012). Supporters of gradualism believe that reforms require a well-established 
institutional environment, including a functioning legal system, regulatory envi- 
ronment, and corresponding norms. 

The opponents of gradualism support mass privatization, which was designed 
in the early 1990s by polish academics Janusz Lewandowski and Jan Szomburg to 
address the problem of how to accommodate a need to privatize a massive amount 
of state enterprises in an environment where only a very limited number of inves- 
tors had enough means and knowledge to privatize assets, while others were not 
able to borrow the necessary funds in underdeveloped capital markets (Estrin 
and Stone, 1997). About 8,600 enterprises needed to be privatized in Poland, a 
staggering 215,000 enterprises were to be sold to private investors in Russia, while 
the whole post-communist space at that time almost completely lacked experi- 
enced investors, strong institutions to support a private sector, and a political 
mentality in which distribution of previously publically owned property would 
be encouraged (Lewandowski, 1997). Complicating matters, most of these enter- 
prises would be uncompetitive and incapable of independent functioning in the 
free markets if they were not significantly restructured (Lieberman et al., 1995b). 

The Western economists and International Financial Institutions that advised 
transition governments prioritized speed. They felt there was not enough foreign 
direct investment to accomplish privatization in a short time frame, and they 
mistrusted ESOPs because they believed workers would prioritize their jobs over 
enterprise restructuring. Thus, they advocated ‘mass privatization’. As defined by 
World Bank: 


Mass privatization is a process in which a substantial portion of an 
economy’s public assets is quickly transferred to a large, diverse group 
of private buyers. It involves bundling or grouping firms to be privatized, 
as opposed to the ‘classical’ or case-by-case approach taken in the OECD 
countries and widely emulated in many developing countries in Latin 
America and Asia and in Hungary. Mass privatization usually involves 
the distribution of shares of state enterprises to the public, either for free 
or for a minimal charge, generally through a voucher allocation scheme. 
(Lieberman et al., 1995a, p. 3) 


Mass privatization usually entails a combination of different methods of priva- 
tization (such as sales of assets, capital dilution, management and employee 
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buy-outs, management contracts, or service contracts) with a free distribution of 
shares to the general population (Berg and Berg, 1997). In practice mass privati- 
zation programmes heavily relied on voucher-based privatization combined with 
MEBOs. 

The economic justifications for mass privatization were based on the supe- 
riority of private property to state ownership. (King, 2003). Behind the general 
efficiency arguments generally put forward in favour of private property there 
were some arguments particularly pertaining to rapid mass privatization. The 
most important task involved in transition was to abandon state ownership and 
to curtail the influence of firm managers on the budgetary process. This was not 
only seen as necessary because it led to efficient market-based firms, but also 
because it allowed monetary stabilization. State owned firms were seen as carriers 
of hidden unemployment and inefficient production financed through state subsi- 
dies, leading to budgetary deficit and to inflation - firms thus had to be ‘depo- 
liticized’ (Boycko et al., 1993). Advocates of shock therapy via mass privatization 
were aware that property rights, regulations, and a functioning state is necessary 
for a successful market economy and knew that privatization in itself did not 
lead to the creation of such institutions, but believed that the newly emerging 
private owners of mass privatized companies will represent a political opposition 
against anti-reform coalitions and would successfully lobby for the creation of 
the necessary institutions after privatization (Shleifer and Vishny, 1998). While 
mass privatization advocates recognized that the owners of vouchers would have 
no capital to add to the firm, this wasn’t seen as a fatal flaw, since ‘[u]sing the 
resources at hand more effectively has historically been far more important quan- 
titatively than capital formation’ (Blanchard et al., 1993, p. 81). The liberalization 
of the economy would provide the market forces to reallocate this capital more 
efficiently: ‘the rapid emergence of markets for goods, labour and capital [would 
create] an appropriate environment for the massive reallocation necessary for a 
fundamental transformation of the economy’ (Lipton and Sachs, 1990, p. 111). 

‘Gradualists’ cautioned against mass privatization. Gradual privatization 
makes it easier to experiment with economic policies ‘on the go’ and makes 
it more likely that potential failures are corrected duly and comprehensively 
(Roland, 1994). Mass privatization in contrast might make it very costly to 
correct failures or to restructure policies once a significant proportion of the 
economy has been privatized. A gradual privatization of state owned enterprises 
also allows restructuring before sales and thus makes enterprise success more 
likely and also leads to more revenue for the government. A slower privatization 
process with less enterprise failure makes it also less likely that voters will revolt 
against privatization and will raise and maintain the legitimacy of transition 
(Dewatripont and Roland, 1992). Even some neoliberals were worried about the 
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type of owners that would be created by mass privatization. Obviously, voucher 
holders and firm-insiders possessed no capital to invest in companies and no 
new skills to help restructure the companies. As the remainder of the chapter 
will show, Janos Kornai seems to be justified to argue ten years after The Road 
to a Free Economy (Kornai, 1990) that he was right in suggesting a more careful 
ownership reform. Kornai compares Hungary and Poland with the Czech 
Republic and Russia and highlights that gradual sales of state owned enterprises 
is the best way to privatize existing assets, while mass privatization is less effec- 
tive and can even be harmful (Kornai, 2000). 

While the economic arguments in favour of mass privatization were always 
invoked, the most important justification was political. It was believed that the 
early years of transition constituted an ‘exceptional period’ when the popula- 
tion would be willing to make sacrifices in order to transform the economy. If 
this window of opportunity was not seized, it could be expected that immediate 
short-term interest would reassert itself, and those that stood to lose from priva- 
tization, specifically managers and employees who enjoyed guaranteed employ- 
ment in state owned enterprises, would form a political coalition to block reform. 
So, while neoliberals generally acknowledged that mass privatization was not the 
best way to privatize from an economic standpoint, they believed it was abso- 
lutely essential for political reasons. Failure to implement mass privatization, 
in this view, meant that large-scale privatization would not be accomplished, 
resulting in ‘market socialism’ that was bound to fail due to an inadequate incen- 
tive structure. They argued that not only was mass privatization the best way to 
privatize very quickly, but by distributing shares to the population, it would give 
everyone a tangible and short-term objective interest in wide-scale privatization 
(King, 2007; Lieberman et al., 1995a). 


4 Mass privatizers 

Significant mass privatization programmes were implemented in approximately 
half of the transition countries (see Table 25.1). In Poland mass privatization 
was proposed but only implemented in 1996 and concerned a limited number 
of medium sized enterprises (Berg and Berg, 1997). The designers of the Polish 
mass privatization programme were afraid of the possible negative governance 
repercussions of dispersed ownership and have thus relied on investment funds 
to act as mutual funds owning much of the shares in privatized companies. These 
investment funds were managed by private fund managers, often with the involve- 
ment of foreign advisers. Similar to the Russian mass privatization programme, 
each Polish citizen was allowed to purchase a voucher for a nominal fee. However, 
this voucher represented a share in the investment funds not direct ownership in 
the companies themselves. 
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Table 25.1 Extent of mass privatization by country 


Country Mass privatization scheme 

Albania Never implemented 

Armenia 75% medium and large enterprises 

Azerbaijan Less than 10% of firms by assets 

Belarus Never implemented 

Bulgaria Never implemented 

Croatia Small programme (225,000 people) in residual state holdings, 15% of enterprises 
Czech Republic 33% of assets of all firms 

Estonia Never implemented 

Georgia 50% of medium and large enterprises 

Hungary Never implemented 

Kazakhstan 60% of large enterprises 

Kyrgyz Rep 50% of medium and large enterprises 

Latvia About 40% of large or medium enterprises 
Lithuania About 45% of all enterprise assets 

Macedonia Never implemented 

Moldova 40-50% of assets 

Poland About 10% of assets, restricted to small and medium enterprises 
Romania About 38% of medium and large enterprises 
Russia More than 80% of the industrial workforce 
Slovakia About 10-15% (all while part of Czechoslovakia) 
Slovenia Never implemented 

Tajikistan Never implemented 

Turkmenistan Never implemented 

Ukraine About 44% of medium and large enterprises 
Uzbekistan Never implemented 


Source: Hamm et al. (2012), Table C1, online supplement. Estimations based on all years of EBRD 
Transition Report. Mass privatization = privatization by vouchers alone or in combination with 
management and employee buyouts. 


The Czech approach to mass privatization also rested on the idea of distrib- 
uting property widely with the use of vouchers at nominal prices (see Shafik, 
1995). In 1992 all adult citizens were allowed to buy a voucher booklet for a very 
low price and purchase shares in up to ten companies with these vouchers. The 
Czech approach represented a mixture of the Russian and Polish strategy. Citizens 
could either buy a share in the newly established 429 investment funds or could 
directly acquire ownership in state companies. The investment funds were owned 
by banks and insurance companies. In terms of the speed of the process it was less 
quick than expected though still fairly rapid. The entire cycle of mass privatization 
involving project preparation, public information, and bidding for almost 1,500 
enterprises lasted for 14 months. Asa result, 70 per cent of the shares of privatized 
enterprises went to the investment funds and thus resulted in corporate structure 
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that resembled the German and the Japanese system of capitalism with a strong 
position of banks. However, banks were also slow in restructuring firms (Brada, 
1996), and the ensuing Czech financial crisis gave the Czech transition a new 
direction mainly relying on FDI. 

The most well-known example of mass privatization is that of Russia (for a full 
description see for example Boycko et al., 1993). The Russian mass privatization 
programme started in 1993 and ended in July 1994, involving 100,000 medium 
and large companies. As a first step firms were divided into those that could be 
sold for cash by local governments and those that would go into the mass priva- 
tization scheme. Small shops and smaller enterprises were allocated to the local 
governments and represented a major source of revenue for them. As a second 
step, larger firms were divided into further subcategories: (1) subject to manda- 
tory privatization, (2) subject to privatization with the permission of the privati- 
zation ministry, (3) those requiring government approval for privatization, and 
(4) privatization prohibited. Firms in the natural resources sector and the defence 
industry could only be privatized with government approval. Additionally, all 
medium and large companies were corporatized, or registered as joint stock 
companies with shares owned by the government. 

The Russian privatization programme entailed elements to favour managers, 
but the majority of shares were sold through vouchers. Every Russian citizen born 
before 2 September 1992 was offered a voucher denominated at the value of 10,000 
roubles. These vouchers could be traded and were the only means allowed to be 
used in auctions for shares in the companies. As vouchers were tradable, investors 
could acquire blocks of vouchers and bid for a larger chunk of shares. Managers 
were allowed to buy additional shares cheaply in voucher auctions or in the after- 
market from employees. Because major shareholders were not imposed on the 
privatization process, managers initially gained de facto control over enterprises. 

Though no official statistical data are available on the degree of participation 
of managers in the privatization process, some sources estimate that about 75 
per cent of enterprises were factually owned by their general directors and the 
top managers (Appel, 1997). Workers were largely passive, lacked the under- 
standing of their rights and hence were almost not represented in companies’ 
boards. Various studies in Russia show that about 30 per cent of voucher recipi- 
ents sold their vouchers and another 30 per cent exchanged their vouchers for 
shares in voucher funds, while only 10 per cent of privatized enterprises allowed 
open access to shares (Berg and Berg, 1997). All in all the Russian mass privati- 
zation programme managed to privatize nearly 16,000 state-owned enterprises, 
employing about half the industrial labour force, in less than two years (Brada, 
1996). However, the emerging new ownership structure with dispersed owners 
and strong control of insiders has had several detrimental consequences for the 
economy as will be discussed in the next section. 
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5 Synthesis of existing research 

The preponderance of research indicates that mass privatization was a disaster. 
The resulting increase in unemployment was not associated with greater efh- 
ciency, but rather with firm failure, again leading to elevated levels of stress 
among former and current employees, as well as those indirectly dependent on 
the firms. Even worse consequences, in terms of alcohol consumption and stress- 
related mortality, flow from these more chaotic changes. Even if mass privatiza- 
tion had worked as intended by those advocating it, the programme would have 
led to increased unemployment and consequences for health. The fact that it 
failed simply exacerbated these consequences (Stuckler, et al., 2012b). The existing 
research notably concentrates on the economic, political, and social outcomes of 
privatization. The following section is going to provide a summary of the existing 
qualitative and quantitative research in the area. 


5.1 The economy 

The majority of empirical findings conclude that mass privatization had dramatic 
negative effects on the economy of countries in transition. Mass privatization has 
directly impacted corporate governance and had several indirect effects on state 
capacity and macroeconomic performance. 

Perhaps the most notable exception to the generally negative findings about 
mass privatization is a quantitative study by Bennett et al. (2004). Using dynamic 
panel data techniques to analyse the impact of differences in privatization 
methods on economic growth in transition economies and to examine the effects 
of the private sector, capital markets and the methods of privatization, Bennett 
et al. (2004) use observations for 23 countries in transition over a period of ten 
years (1990-2001). They find that mass privatization was the only privatization 
method to have had a significant positive effect on growth. The authors hypoth- 
esize that mass privatization had beneficial effects on demand, as the recipients of 
shares might have felt richer, and that mass privatization also might have boosted 
the development of capital markets. Bennett et al. conclude that full privatization 
(selling a company for outsiders for a positive price) was less beneficial for growth 
in the transition countries suggesting that ‘mass privatization may be the appro- 
priate choice’ for countries that have still to undertake large-scale privatization. 

However, Bennett et al. point out that the positive effect of mass privatiza- 
tion is particularly robust for the Commonwealth of Independent States (CIS) 
countries after 1995, acknowledging that it might be correlated with the generally 
improving demand in those countries between 1996 and 2001. They try to control 
for the demand effect by including the price of oil and exchange rate, but they do 
not control for period effects (either with a dummy variable for each year, or a 
time-trend), which would have fully captured this effect. The authors find that the 
price of oil and the exchange rate had a significant positive effect on growth with 
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the effect of mass privatization remaining positive as well, but these variables do 
not cover the improving economic situation throughout the region as the great 
recession that accompanied the transition ended in most countries. Another 
problem with the study is that they failed to consistently take into account the size 
of mass privatization programmes, thereby distorting their results. They coded 
the worse than average performing Latvia, Kazakhstan, and Romania as non- 
mass privatizers, in spite of that fact that about 40 per cent of large or medium 
enterprises were subject to a mass privatization programme in these countries. 
Similarly, they coded the above average performer and oil rich Azerbaijan as a 
mass privatizer, despite their programme only covering less than 10 per cent of 
state assets. It is thus likely that due to miscoding of cases and failing to include 
the generally improving demand from Russia and other countries after 1995 
skewed their results in favour of mass privatization. 

The majority of empirical studies find that mass privatization turns out to 
be significantly less effective than gradual privatization (Estrin et al., 2009). 
Qualitative studies in general emphasize that the experience of voucher privatiza- 
tion in most countries has been poor (Megginson and Netter, 2001, p. 345). Mass 
privatization programmes, by design, led to greatly dispersed firm ownership 
(Ellerman, 2001) which in turn was fundamentally mismatched with the existing 
civil law system (Coffee, 1999). The new owners had only limited incentive to 
monitor firms, and more importantly, lacked the capacity to exercise control over 
managers and employees. Therefore, the initial result of mass privatization was 
insider control by mangers. However, the shares of workers were quickly central- 
ized by firm insiders and politically connected outsiders. 

In a qualitative study, McDermott (2002) researches political and economic 
networks and their transformation in the Czech Republic. He pays special atten- 
tion to ‘political embeddedness’ - a process of intertwined political and economic 
changes, which plays a pivotal role in economic transitions. The state, argues 
McDermott, is crucial in the process of restructuring as an agent who is respon- 
sible for mediation and communication among privatizers. Thus, the role of the 
state has to be transformed to facilitate better negotiations among the privatizing 
agents. Empirically, McDermott demonstrates that in the case of Czech privati- 
zation, new owners had only limited incentive to monitor their firms and, more 
importantly, lacked the capacity to exercise control over managers and employees. 
This greatly complicated corporate governance, causing assets to go unutilized 
because of the ambiguous ownership situation. This discouraged foreigners from 
investing. 

In another qualitative study, Kogut and Spicer (2002) conduct a comparative 
analysis of market formation in Russia and the Czech Republic. They demonstrate 
that mass privatization led to a situation in which shareholders were so poorly 
informed about the basics of private property relations that they were incapable 
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of navigating in the economic environment, which did not facilitate effective sales 
of the shares. As a result, this stimulated the development of a black market for 
sales of shares, which was devastating for the newly created financial markets. 
Moreover, as democratic and transparent institutions were absent from the newly 
independent countries, markets, instead of facilitating economic restructuring, 
became battlefields of economic and political games. Just like McDermott, Kogut 
and Spicer find out that a mere withdrawal of the state from the economy does not 
guarantee the creation of successful market institutions. Moreover, the authors 
emphasize the failure of the state to engage the broader population in privatiza- 
tion processes. 

What Kogut and Spicer find is not surprising because the institutions that 
protect shareholder rights and contribute to creation of markets in advanced capi- 
talist systems (e.g. regulators and regulatory agencies, an independent business 
press, credit rating agencies) were not yet established in the post-socialist states 
(Hall and Soskice, 2001). Mass privatization creates its own corporate govern- 
ance problems and thus can exaggerate the problem of rent seeking (Stephen and 
Backhaus, 2003). Due to the impact mass privatization has on corporate govern- 
ance and ownership structure, companies with residual state ownership were 
outperforming fully mass privatized companies because the government had 
both the incentives and the resources to restructure firms that it owned partially, 
while insider owners and dispersed outsiders were either not focused on efficiency 
or lacked the ability to influence the enterprises (Anderson, et al., 2000). 

In another qualitative study, King (2003) conducts case studies in 25 Russian 
firms from various industrial sectors. The overwhelming impact of mass priva- 
tization in these cases meant that state resources were withdrawn, while the new 
‘owners’ provided no new capital or expertise. Similarly to the qualitative study by 
Kogut and Spicer, King finds that the rapid shift to private property is not enough 
for successful transitions as the new owners of private firms lack resources and 
knowledge for successful restructuring of their companies. Cut off from state 
resources, but without any capital to carry out desperately needed restructuring, 
and without the injection of new managerial talent, many firms found them- 
selves in untenable positions. Owners, managers, and workers, unable to work 
cooperatively to better their common cause, pursued short-term, self-serving 
strategies to accumulate wealth and survive the transition. Most firms were only 
able to survive by lowering their technological level of production and retreating 
from the capitalist economy into nonmarket activity like barter and debt swaps. 
King finds that only enterprises in the raw-materials sector and enterprises that 
produce simple goods with ‘natural protection’ were able to restructure success- 
fully. King argues that mass privatization did not lead to an emergence of a lively 
private sector, which would be able to benefit from the resources of the newly 
privatized enterprises. This, in turn, meant that because of the general economic 
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collapse, combined with the deterioration of infrastructure, the lack of credit, 
and the inability of the state to provide a crime-free environment, the Russian 
economy could not attract much FDI or create conditions for the emergence of an 
adequate amount of new small and medium-sized enterprises that could lead to 
further economic development in the country. 

Quantitative studies of mass privatization, in turn, corroborate the findings 
of qualitative investigations. Researching the growth effect of mass privatization 
Hamm, et al. (2012) use a multilevel methodological approach and combine both 
country- and enterprise-level data. On the country-level, they use time-series and 
cross-sectional models with data on the social, economic and political development 
in 25 transforming states over the period of ten years. On the enterprise-level, they 
use the World Bank/EBRD Business Environment and Enterprise Performance 
Survey, which covers 4,106 enterprises in 26 post-socialist states. In their time 
series models, Hamm et al. demonstrate that countries that implemented a mass 
privatization programme, on average, experienced about 16 per cent less growth 
in GDP per capita (PPP) during the period from 1990 to 2000. In their cross- 
sectional models, in countries that adopted mass privatization programmes, 
ceteris paribus, the percentage of firms reporting insecure property rights and 
contract enforcement was about 27 per cent higher than in countries which did 
not implement such programmes. Firms in mass privatizing countries were also 
substantially more likely to report government inefficiency and pervasive unofh- 
cial payments. Countries that implemented a mass privatization programme were 
thus more likely to experience a significant decline in government effectiveness. 
Comparing domestic firms privatized in countries with significant mass priva- 
tization programmes with state owned firms in those same countries, they find 
that firms in the former group were far more likely than the other firms to engage 
in barter, have tax arrears, decrease employment, decrease sales, decrease invest- 
ment, not develop new products and fail to upgrade the production process. This 
relationship did not hold outside of the mass privatizing countries. 

In a quantitative study, Godoy and Stiglitz (2006) try to understand whether 
the speed of privatization, initial structural and economic conditions or the pres- 
ence of certain institutions can predict successful transitions and the consequent 
economic growth in the post-socialist countries. The authors analyse the growth 
rate in 23 countries for a period of ten years. They find that the speed of privati- 
zation has a negative effect on growth, while institutional capacity has a signifi- 
cant positive effect on the outcomes of transitions. The form of privatization, as a 
result, almost always affects the outcome of economic transitions. 


5.2 The state 
There are several studies linking mass privatization to economic outcomes, with a 
general consensus emerging about the vital role of sound institutions in creating a 


500 Darja Irdam, Gabor Scheiring, and Lawrence King 


positive linkage between privatization and development. However, the impact of 
privatization on institutions and state capacity is much less analysed, though the 
relationship seems to be important and manifold (Hamm, et al., 2012). 

While it is widely recognized that the Communist state propped up many 
poorly performing enterprises, it is often forgotten that it funded itself from the 
profits of those enterprises that performed well. Privatization severed this funding 
mechanism before a corporate or income tax system was up and running. To the 
extent that mass privatization programmes made possible the extremely rapid 
privatization of the economy, this mechanism for extracting resources was quickly 
severed. Since mass privatization lead to enterprise failure, retreat to non-mon- 
etary transactions and tax arrears, and technological down-grading, there was 
much less surplus to tax anyway. This leads to a failing state, that is, one unable 
to provide necessary support for the enterprises sector. King (2003) reports that 
Russian firms suffered from the collapse of state training of skilled employees and 
support for research and development. This led to a vicious circle of declining state 
capacity and enterprise failure. In the time-series analysis conducted by Hamm 
et al. (2012), government spending in countries that had large mass privatization 
programmes was more than 20 per cent lower than in other countries. 

The fiscal crisis also resulted in the state not being able to pay appropriate 
wages to public sector employees, who because of the economic hardships became 
particularly susceptible to corruption. Rather than being bureaucratic, the state 
became riddled with clientelistic relationships between state office holders and 
businessmen, which created even more formidable obstacles for entrepreneurs 
with no social capital (Reddaway and Glinski, 2001). In other words, bureaucratic 
structures were dominated by ‘patrimonial capitalism’ (King and Szelényi, 2005). 
Success in the new economic system was determined not by performance, but 
rather, by the intensity of political connections and the ability to exercise lobbying 
power. The state in the newly independent Russia was no longer in control over 
violence, which resulted in the level of crime doubling over the course of a couple 
of years, making Russia one of the most criminal countries in the world (Popov, 
2004). 


5.3. Demographics 

Mass privatization, resulting in profound effects on the economy and the state 
capacity, also imposed severe human costs by damaging the health and longevity 
of the population affected by the consequences of market transitions. The impact 
of mass privatization on health was the most devastating in Russia. Mismanaged 
capitalist transitions aggravated by a plethora of problems that a country as big 
and as diverse as Russia inherited from its Communist past resulted in poverty, 
insecurity, anxiety, and despair, which, in turn led to an unprecedented mortality 
crisis (Anderson and Silver, 1989; Chen, et al., 1996; Dutton, 1979; Okolski, 1993). 
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Between 1990 and 1995, an estimated seven million premature deaths were regis- 
tered in the post-Soviet space, while in Russia alone, the increase in mortality in 
the 1990s accounted for four million extra deaths (Men, et al., 2003). Whereas the 
most dramatic fall in life expectancy was observed especially in the beginning of 
the transitions, the trend continued rising throughout the first half of the 1990s, 
with the majority of deaths accounting for cardiovascular and external causes 
(Cornia and Paniccia, 2004). The mortality crisis disproportionately hit Russia’s 
working age male population. 

The main reason for the sharp increase in male mortality was rising alcohol 
consumption and stress (Anderson and Silver, 1989; Bobak et al., 2003; Dutton, 
1979; Okolski, 1993). The loss of socio-economic status following unemploy- 
ment produced severe distress, associated with increased drinking (Chen, et al., 
1996). Thus, by 2004, 70 per cent of men and 47 per cent of women in Russia were 
drinkers (Atun, 2005) while 30 per cent of the overall male population drank 
heavily (Parfitt, 2006). In addition to direct negative health effects, excessive 
drinking exacerbates many other unrelated health concerns which used to be 
controlled by the public healthcare system prior to the transitions (Coker, 2001). 

Research strongly suggests that unemployment, job insecurity, and the associ- 
ated stress through alcohol abuse link mass privatization and mortality (Perlman 
and Bobak, 2009; Stuckler, et al., 2009a). In an article using cross-national time- 
series data published in The Lancet, Stuckler et al. (2009a) find a strong link 
between mass privatization and adult working age mortality. However, they 
found that unemployment was not the only factor leading to mortality. Indeed, 
there are many potential mechanisms linking mass privatization and mortality, 
as illustrated in Table 25.2. 

State owned enterprises under Communism provided all sorts of social 
consumption goods, like health care, homes, education opportunities, vaca- 
tions, and childcare. Newly privatized companies discontinued these services, 
which in theory would be transferred to local governments. However, most local 
governments faced severe budgetary crises and could not provide these goods. 
As a result, mass privatization lead to a curtailment of the provision of social 
consumption, greatly increasing stress and reducing access to medical care. To the 


Table 25.2 Possible mechanisms linking mass privatization and mortality 


Mass Privatization > Unemployment > Stress > Mortality 

Mass Privatization > Loss of firm provided medical care > Mortality 

Mass Privatization > Loss of firm provided social consumption > Stress > Mortality 

Mass Privatization > Firm failure > Economic decline > Stress > Mortality 

Mass Privatization > Fiscal crisis/state failure > Less health spending > Stress > Mortality 
Mass Privatization > Fiscal crisis/state failure > Increased violence > Mortality 

Mass Privatization > Inequality > Status loss > Mortality 
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extent that mass privatization contributed to firm failure and state failure, it also 
could impact on mortality. Finally, mass privatization stimulated the increase in 
absolute and relative inequality, which in turn, through status loss and the stress 
of not feeling in control of one’s life, led to deteriorating health and increasing 
mortality (Marmot, 2004). 

King et al. (2009) use cross-national panel regression to test the mechanisms 
underlying the observed relationship between mass privatization and life expect- 
ancy. They find that mass privatization was associated with significant declines in 
life expectancy, as well as greater alcohol-related deaths, heart disease, and suicide 
rates. They also found that mass privatization was associated with declining health 
resources, but did not find robust evidence linking these declining resources 
with decreased life expectancy. Therefore, they conclude that the most important 
pathway linking mass privatization to mortality involve elevated psycho-social 
stress, caused by both unemployment as well as other mechanisms. 

The study by Stuckler et al. published in The Lancet attracted a high level of 
academic and policy attention (see for example, Earl and Gelsbach, 2010; Gerry, 
et al., 2010; Sachs, 2009). The critics of the Stuckler et al. study argued that an 
ecological fallacy might be the case and suggested that alternative econometric 
specifications would lead to different findings. This provoked a debate on methods 
which we do not have space to outline here (see for example, Stuckler, et al., 2012a; 
Stuckler, et al., 2009b; Stuckler, et al., 2012c). 

Earl and Gelsbach (2010), on the basis of analysis using other non-publicly 
available enterprise-level data, were not able to prove the link between privatiza- 
tion and mortality. Furthermore, they claimed that there was no link between 
privatization and unemployment. Some other notable exceptions in the literature 
argue that privatization is found to have beneficial effects on health (e.g. Egan 
et al., 2007; Galiani, et al., 2005). Yet, these studies have excluded the former 
socialist countries from their analysis and have not considered how the transfer of 
enterprise ownership to the private sector takes place, whether via cash/voucher 
schemes, auctions, or give-aways to firm insiders. Indeed, the consequences of 
mass privatization for public health appear to be massive and are yet remarkably 
under-researched. 

Clearly, the discussion ofhealth outcomes of privatization is crucial for academics 
and policy-makers across the world, yet it cannot progress with only the data 
currently available for analysis. In particular, meso- and micro-level data would be 
crucial for further investigation of both direct and indirect effects of privatization 
and the structural changes caused by it on the health of the population. 


6 Alternatives to mass privatization 
If mass privatization turned out to be a socio-economic disaster, what other 
types of economic restructuring could have been used in Eastern Europe as an 
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alternative? While the absence of a sufficient class of domestic investors played 
the lead role in the political decision to implement mass privatization, several 
economists participating in the early design of privatization policies (Bolton 
and Roland, 1992; Ellerman, 2001), point out that rapid privatization could have 
been implemented by relying on ESOPs, where the new owners would lease the 
enterprises with the aim of ownership. Thus the government would privatize by 
selling assets in exchange for debt claims thus transforming the government into 
a creditor. This option would have left the state with a planned stream of revenues. 
Compared to mass privatization, ESOP had major governance advantages that 
stem from the fact that they fully internalize principle-agent externalities. That is, 
workers and managers would be able to police opportunistic behaviour, since one 
tends not to steal from oneself. This should also lead to health benefits because 
increased control should decrease stress. One can also expect a bias against firing 
workers, and thus decreasing unemployment, which will decrease population level 
stress and thus stress-related diseases. This strategy, while capable of privatizing 
enterprises even more quickly than mass privatization programmes, was actively 
discouraged by International Financial Institutions and neoliberal governments 
(Ellerman, 2003, pp. 21-22). 

Moreover, the historical record indicates that the need for rapid privatization 
to safeguard the transition was misplaced. Countries that privatized slowly, like 
Poland and Slovenia, did not revert to central planning and did not become stuck 
in ‘market socialism’. The political analysis on which mass privatization was based 
has been falsified. This means that there were many alternatives to mass privatiza- 
tion, including following the Chinese path of ‘growing out of the plan’ - creating 
the conditions for the emergence of new enterprises and a domestic capitalist 
class and privatizing via competitive auctions after firm restructuring. 


7 Conclusion 

The challenges of transition to capitalism were mistakenly perceived by radical 
reformers as a simple task of freeing market forces and privatizing enterprises. 
Though it quickly turned out that initial conditions and path dependence matter 
much more than expected by neoclassical economic recipes (Smyth, 1998), the idea 
of a quick designer capitalism leading to a singular endpoint through the whole 
post-socialist world was pervasive during the early years of transition. Within the 
shock therapy reform package rapid property restructuring was central. 

Mass privatization programmes not only had a profound effect on the 
economy, but also on institutions and state capacity, creating a vicious circle of 
market failure and state collapse (King, 2003). As Popov (2004) argues, the three 
crucial monopolies of the state (legitimate use of violence, the provision of reve- 
nues by collecting taxes, and the control of monetary emission) were undermined 
during the 1990s to such an extent that the very existence of the state was put into 
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question. The collapse of the state contributed to the emergence of a patrimonial 
capitalism widely differing from the type of capitalism envisioned by the designers 
of shock therapy. The failure of the state and the collapse of the economic system 
both in turn led to a demographic disaster. Thus, in short, mass privatization 
programmes were quite possibly the worst available type of privatization — with 
the only competition being the infamous ‘loans-for-shares’ programme in Russia, 
which was limited to raw materials. 
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Abstract 

This chapter focuses on the potential opportunities and challenges given to firms 
that implement broad-based employee financial participation (EFP) arrange- 
ments. The primary rationale for such arrangements is to improve firm perform- 
ance through the aligning of employee objectives with those of the firm. Little 
evidence exists to support the case for a direct relationship with firm financial 
performance, although there is evidence of a relationship with softer outcomes 
associated with employee attitudes and behaviour. Research findings highlight the 
importance of not viewing EFP in isolation and points to the role of magnitude 
of returns, involvement in decision-making, and corporate culture in influencing 
outcomes. This chapter also discusses the development of EFP in the European 
context, with particular focus on its development in the transition economies of 
Central and Eastern Europe. 


Keywords: Employee Financial Participation, Employee Share-Ownership, Profit 
Sharing, Employee Stock Ownership 


1. Introduction 

The history of employee financial participation (EFP) can be traced back for over 
a century, but it is over the past 30 years that its uptake, especially in developed 
market economies, has been most rapid (Blasi and Kruse, 2006, Poutsma and 
de Nijs, 2003). For the purposes of this paper, EFP is defined as any arrange- 
ment that allows employees to become involved in the financial results of their 
firm. Such arrangements can be broadly divided categorized as those based on 
profit sharing (PS) and those based upon employee share-ownership (ESO). The 
most commonly cited rationale for implementing EFP arrangements within a 
firm is to influence the attitudes and behaviour of employees, and thereby ulti- 
mately to improve financial performance. Where employees feel their financial 
well-being is related to that of their firm, they are more likely to act in manner 
that improves the firm’s financial wellbeing. Where PS can be expected to have a 
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direct relationship with short-term outcomes such as performance and flexibility, 
ESO is associated more with the longer-term relational objectives of participation 
in decision-making and the alignment of employee objectives with those of the 
firm (Poutsma and de Nijs, 2003). 

There exists a variety of both PS and ESO arrangements that can implemented 
within a firm. Such variations in the operation of EFP arrangements can result in 
marked differences in outcomes created in terms of employee expectations and 
attitudes and ultimately in outcomes for firm performance. Generally speaking, 
both PS and ESO arrangements can be either broad based or selective in nature. 
Broad based schemes give participation eligibility to all or most firm employees, 
while selective schemes allow for the participation of only certain employee groups 
such as management or senior grade employees. More specifically, ESO arrange- 
ments are divided into those that provide employees with direct share-ownership 
and those that offer collective ownership. Direct individual ESO schemes provide 
employees with an indirect connection to firm performance through changes in 
equity valuation and dividend payments. Direct ESO is facilitated through employee 
shares or stock ownership plans. Employee shares can be offered to employees free, 
at a discounted rate, or sold at full market price. Share options give employees the 
option to buy shares at a given price at some date in the future. Collective employee 
share ownership is most commonly enabled through the use of a trust, such as in 
the case of employee share-ownership plans (ESOPs). Such schemes enable collec- 
tive ownership through the use of funds raised from employers. Employers can 
provide funds to through the transfer of shares in lieu of PS or the guaranteeing 
of debt to be subsequently repaid through a combination of PS and accrued divi- 
dends on the trust’s portfolio. The trust holds the shares until a specified period of 
time has expired, often linked to the securing of tax incentives for share recipients 
or until the debt used to pay for the shares has been repaid. PS arrangements can 
give employees more immediate access to benefits, through cash or share based 
schemes. Deferred PS arrangements on the other hand provide employers with an 
ability to allocate performance related cash or shares to employees, to be paid out 
at some predetermined time in the future (e.g. upon retirement). 

This paper will begin by outlining the primary theoretical rationale for EFP, 
namely that of improving firm performance. The following section will give further 
details on the potential benefits and costs for the firm associated with EFP. The 
paper will then discuss the existing empirical evidence in the area. The final section 
will discuss the development and future of EFP in the European Union (EU) and 
more specifically the transition economies of Central and Eastern Europe. 


2 Rationale for employee financial participation 
The traditional rationale for implementing EFP arrangements in a firm is based 
upon principal-agent theory. Principal-agent theory views organizations as 
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consisting of layers of principals and agents, in which the principal engages an 
agent to perform some task on their behalf and as part of the process delegates 
decision-making authority to the agent (Jensen and Meckling, 1976). However, 
the relationship between the principal and their agent is one characterized by 
bounded rationality (computational limits on organizational man) and informa- 
tion asymmetry. Such relationships are therefore susceptible to opportunism, 
as utility maximizing agents pursue their own self-interests and take advan- 
tage of opportunities or circumstances with little regard for the interests of the 
principal (Williamson et al., 1975). Such opportunistic behaviour can take the 
form of moral hazard (hidden action) or adverse selection (hidden information) 
(Williamson, 1988, 2000). 

As a consequence of this, the objective of managers (as principal) should 
be to reduce bounded rationality and control for opportunistic behaviour 
amongst employees (as agents). This may be achieved through either a carrot or 
stick approach. Under this idiom, the stick refers to the close supervision and 
implementation of sanctions in cases where employees engage in opportunistic 
activities. Such an approach can however carry with it costs in terms of both the 
resources required to implement it and the impact it has on employee morale. The 
alternative approach, the carrot, is to provide employees with a reward or incen- 
tive to act in the best interest of their principal. EFP can act as just such a carrot, 
through the provision of a financial reward to employees based upon the financial 
performance of their firm. This acts to align employee objectives with those of the 
firm and thus encourages employees to act in a way that optimizes the financial 
performance of their firm. 

A commonly cited concern with the use of EFP as a mechanism for influ- 
encing employee attitudes and behaviour is the free-rider problem (Alchian and 
Demsetz, 1972). To determine the level of benefit to be received by individual 
employees, EFP arrangements generally rely on measuring the performance of 
the entire firm. This gives rise to the possibility of individuals free-riding on the 
efforts of others, thus providing an opportunity for shirking. The incentive to 
shirk exists because individual employees are aware that all employees will share 
the loss in performance arising from their action, while they alone will absorb 
the full benefits arising from reduced work effort. The free-rider problem can 
however be overcome where EFP encourages horizontal peer monitoring amongst 
employees, or where it works to create an organizational culture of ‘we are all in 
this together’. 

Outside of influencing firm performance, EFP arrangements can be utilized 
within the firm in pursuit of other objectives. As many EFP arrangements are 
supported by governments through the offering of favourable tax incentives, their 
implementation offers firms a tax efficient mechanism through which to distribute 
financial benefits to their employees. Governments offer such tax incentives as 
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they see EFP arrangements as a means of achieving wider distribution of wealth 
created by enterprise, or as a means of improving the performance and competi- 
tiveness of domestic industries. It can also be argued that EFP offers managers a 
mechanism through which to transfer some financial risk to employees through 
the use of performance related remuneration. Thus, where the enterprise’s finan- 
cial performance deteriorates, employees shoulder some of the cost in terms 
of reduced remuneration. A number of researchers have questioned this logic, 
pointing out that in many cases the benefits generated by EFP come on top of, and 
not as a substitute to, basic pay (see for example McNabb and Whitfield, 2007). 
Direct, as opposed to collective, EFP can also arguably be used to reduce the role 
of representative participation and collective bargaining. It is for this reason that 
trade unions are generally assumed to be resistant to the adoption of direct EFP 
arrangements (Allen et al., 1991). 


3 Benefits and costs associated with EFP 

EFP can provide firms with a wide variety of potential benefits, but may also 
be associated with some significant costs. Most significant amongst the potential 
benefits is the potential for higher labour productivity and improved efficiency 
outlined in the previous section. These higher levels of productivity are created 
through a number of means: 


1. Greater effectiveness than other forms of individual incentives (e.g. piece rates): 
EFP schemes have relatively lower administration costs, due to a reduced need 
for close supervision and measurement. Furthermore, unlike other forms of 
individual incentives, EFP schemes work to improve levels of cooperation and 
long-term commitment. 

2. Increased flexibility in employee remuneration: gains from EFP usually 
come in addition to basic pay, but can work to moderate wage demands. 
Furthermore, during times of poor financial performance for the firm, EFP 
schemes can act as means of automatically adjusting employee remuneration. 
On the other hand, when financial performance improves, EFP schemes are a 
means of enabling employees to share in the gains they help create. Through 
this guarantee that employees will share in the gains generated by improved 
firm performance, EFP can also work to facilitate employee acceptance of cost 
cutting and performance improving measures during times of difficulty. 

3. Improved employee recruitment, development, and retention: by linking 
employee remuneration to that of the firm, EFP can work to attract better 
qualified and higher quality employees, reduce employee absenteeism and 
also reduce turnover. The knowledge that employers will not absorb the full 
financial benefits resulting from investments in human capital also works to 
improve the likelihood of employees investing in developing new skills and 
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knowledge. The potential advantages of EFP in terms of employee recruitment 
and developmentare of particularimportance in industries that require specific 
knowledge or skills (e.g. software development) and to small or medium sized 
firms, which may otherwise struggle to attract such talented individuals. 


. Enhanced information sharing and innovation: the best results from EFP 


are found when it is combined with a real commitment by management to 
create a more cooperative corporate culture, which entails the involvement of 
employees in the decision-making processes of the firm. Enhanced employee 
participation in decision-making, as it involves those most directly connected 
with task performance, can work to improve the decisions made and reduce 
resistance. 

Improved cooperate culture: EFP encourages employees to see themselves 
as part of a single group, all working towards the single aim of improving 
enterprise performance in which they all have a stake. This not only enables 
employees to see themselves as being in this together, but also provides and 
incentive for employees to encourage better performance from one another 
through peer monitoring and support for co-workers. The establishment of 
a more cooperative corporate culture plays an important role in reducing the 
free-rider problem and the need for close employee supervision. 

Improved employee relations: by giving employees a stake in firm financial 
performance, EFP increases the likelihood that employees will come to accept 
the need for organizational changes aimed at improving productivity and efh- 
ciency. This not only reduces the likelihood of conflict with employees and 
their representatives, but can make employees willing supporters in the imple- 
mentation of reforms. 

Improved firm management: employees are a well-informed group of indi- 
viduals with inside view of the firm. Where they are given a stake in the 
financial performance of the firm, and ownership rights in the case of ESO 
schemes, they are uniquely placed to monitor the performance of manage- 
ment. Furthermore, as they rely on firm performance not only for the finan- 
cial benefits offered through EFP but also for their employment, employees are 
more likely to take a long-term strategic view. EFP can therefore work to reduce 
short-term opportunistic behaviour on the part of senior management. 
Future employment and financial security: through its ability to automatically 
adjust employee remuneration in times of poor financial performance for the 
firm, EFP can work to reduce the likelihood management will resort to making 
staff redundant. Furthermore, where EFP enables employees to build up finan- 
cial assets or savings within the firm (e.g. differed PS or ESOPs), such funds can 
be used to supplement employee pension entitlements upon retirement. 


Although EFP can offer a number of advantages to the firm, it can also result in 
a number of costs: 
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. Existing forms of employee participation: EFP can work to undermine existing 
forms of employee participation and collective bargaining within the firm. 
Particularly where EFP takes the form of direct or individual schemes, they 
can be used to undermine the traditional division that exists between labour 
and capitalism within the firm. This can be seen as a means of undermining 
the traditional roles played by trade unions and collective bargaining within 
the firm. 

. Costs of establishing schemes: the legal and tax implications surrounding the 
use of EFP schemes can in many instances be highly complex and burden- 
some. The establishment of such schemes can therefore impose significant 
costs in terms of consultation costs, legal costs, and the cost of recruiting and 
training staff to administrate the scheme. 

. Costs of structures to support EFP operations: creating an EFP scheme is not 
enough to encourage employees to participate in it. To enable this, firms has to 
incur additional costs associated with promoting schemes amongst employees. 
These can include costs associated with information sharing, communications 
of scheme objectives and operation, and the costs of training employees. 

. Management commitment: to take full advantage of the potential benefits 
on offer from EFP, it is important for management to respond to employee 
expectations, in particular with regards to participation in decision-making. 
While management may be willing to consult with employees prior to making 
a decision, direct employee participation in decision-making can often be 
seen as a treat to managerial autonomy. Furthermore, employee involvement 
in decision-making can also be seen as more time consuming and complex. 
The unwillingness of managers to share decision-making authority with 
employees can do much to undermine the effect of EFP on employee attitudes 
and behaviour. Furthermore, where employee expectations regarding partici- 
pation in decision-making are disappointed, the consequences for employee 
performance can be negative. 

. Free rider problem: schemes that link individual employee remuneration to 
the performance of the firm as a whole are always susceptible to the possibility 
that individual employees will engage in shirking, especially in large firms. To 
overcome this possibility, it is necessary for any EFP scheme to be supported 
by a corporate culture that emphasizes collegiality and peer-support. The will- 
ingness of employees to see themselves as a group with a shared objective, in 
which peer monitoring and support are encouraged, entails a clear commit- 
ment from management to the ideals of EFP. 

. Financial risk for employees: EFP can entail significant financial risk for 
employees, despite the fact that benefits usually come in addition to and not 
in lieu of basic pay. In the majority of cases where employees become involved 
an EFP scheme at work, they fail to reduce their exposure to the risk of poor 
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financial performance in their firm through diversification. Therefore for many 
employees, not only is their basic income reliant on their current employer, but 
much of their savings and investments are also reliant on the same firm. 

7. Relationship between benefits and employee performance: the concept of EFP 
relies on an ability to establish a link between the financial performance of 
the firm and employee performance in their job. However, there are a large 
number of factors that determine the financial performance of a firm, of 
which employee performance is just one. In certain industries and amongst 
small or medium sized enterprises, it is easier for employees to see a direct link 
between their performance and that of the firm. However, where firm finan- 
cial performance is reliant on factors other than employee performance, it is 
more difficult for employees to perceive such a link. In such firms it is more 
likely employees will view EFP solely in financial terms. 


4 Empirical research findings 

Since the early 1990s much research has been done on EFP, with particular focus 
on the outcome of schemes for firm performance, as well as on numerous interme- 
diate outcomes. Other branches of research have focused on the characteristics of 
both the employees who become involved in EFP arrangements (see for example 
Jones and Kato, 2012) and the enterprise that implement them (see for example 
Kruse, 1996). Many of the existing studies are US based and are found on the 
outskirts of mainstream academic thinking and journal publication (Freeman, 
2007). Those studies that examine the link between EFP and firm performance 
related outcomes can be divided into two broad categories. The first category of 
studies examines the direct impact of EFP on the firm and its employees. The 
second broad group of studies focuses on the role of intermediate outcomes such 
as employee attitudes or behaviour and firm industrial relations. 

Amongst the studies that examine the direct impact of EFP on employee 
welfare, the consensus shows employees to be a net beneficiary of such arrange- 
ments (Kruse, 2002). Sesil et al. (2007), when examining 490 private US firms 
with ESO schemes found levels of employment grew following the introduction of 
a scheme. Blair and Kruse (1999) found that ESO is also associated with improved 
employment stability. Financially, Conte and Kruse (1991) used US Compustat 
data to show that although earnings from EFP accounted for only a small propor- 
tion of income, these earnings were closely related to shareholder returns. 
Contrary to expectations, little evidence exists that participation in EFP schemes 
adds significantly to employee financial risk. Alongside the fact EFP accounts for 
only a small proportion of total earnings, such earnings come on top of and not in 
place of basic earnings (Kruse, 2002). Furthermore, firms with EFP programmes 
are more likely to use defined benefit schemes and provide employees with more 
generous benefit payments (Kardas et al., 1998, Kruse, 1996). 
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The introduction of EFP also offers a number of direct advantages to the 
firm. Given that the primary rationale for EFP has been to increase the financial 
performance of the firm, it is not surprising to a number of studies have focused 
on a direct relationship between these factors (see Kruse 2002 for a review). Much 
of the research in this area is based upon firm-level data and has produced mixed 
results. Chang (1990) examined 165 firms with ESO arrangements and found 
ESO created more than a transfer of wealth from shareholders to employees, but 
instead created additional wealth. Blasi et al. (1996), examined data from 562 
US public firms with greater than 5 per cent ESO and found that although there 
was a positive correlation with firm performance, the relationship was not statis- 
tically significant. In a case study of the UK retailer John Lewis, Bradley et al. 
(1990) found employee ownership was a key factor in giving the firm a competi- 
tive advantage. The existence of ESO has also been linked with improved firm 
survival and increased returns for shareholders (Blasi et al., 2003). Overall, there 
appears to be little evidence to support a direct relationship between the existence 
of EFP arrangements and improvements in firm performance, although there is no 
evidence of a negative relationship. This has led many researchers reviewing find- 
ings in this area to conclude the relationship is either neutral or weak positive. 

With a lack of evidence supporting the case of a direct link between EFP and 
firm performance, there has been growing interest in the role of intermediate 
outcomes such as those affecting employee productivity and employee relations 
(Freeman, 2007). A number of studies have linked EFP with improved employee 
productivity (Bai and Xu, 1996; Blasi et al., 1996; Kruse et al., 2004; Pendleton, 
2001; Sesil et al., 2000). However, issues around participation in decision making, 
magnitude of financial benefits and organization culture appear to play a key 
role in determining this relationship. Buchko (1993) found that in the case of 
PS the issue of magnitude of reward is most salient, while in the case of ESO 
the issue of influence from ownership is also important. Where EFP is combined 
with participation in decision-making, it is associated with improved attitudes 
such as job satisfaction, organizational commitment, reduced intention to leave, 
and identification (Blasi et al., 2003; Kruse, 2002; Pendleton et al., 1998). Kalmi 
et al. (2005) studied the case of EFP across four EU member states and found no 
direct relationship with productivity. Surprisingly, they found that even where 
EFP is combined with participation in decision-making, there was still no signifi- 
cant impact on productivity. This they attributed to the relatively small financial 
stake held by employees and the fact many schemes were not introduced with 
the objective of promoting employee engagement or productivity. A number of 
studies have focused on the issues surrounding the free-rider problem and have 
highlighted the importance of workplace culture. Freeman et al. (2004) utilized 
data from the US 2002 general social science survey and found that employee in 
firms with EFP arrangements and a good level of trust in management were more 
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likely to monitor co-worker performance and report under-achievement. Kruse 
et al. (2004) used survey data from 14 companies and again found that amongst 
employees in ESO firms there is a greater tendency to report poor performance 
by co-workers and to apply peer pressure. The combined influence of a significant 
financial stake, participation in decision-making, and a workplace culture that 
promotes peer monitoring and trust in management has been referred to as ‘part- 
nership capitalism’ by Blasi et al. (2003). 

The impact of EFP on employee relations is another possible indirect route to 
improved performance. In his review of the literature on ESO, Kruse (2002) found 
no evidence of reduced employee desire to be part of a trade union. Moreover, 
the firms with ESO arrangements were found to have lower levels of conflict and 
better employee relations. Cramton et al. (2008) examined US bargaining data 
from 142 firms spanning 1970 to 1995, and found firms with ESOP programmes 
have more effective negotiations and reduced strikes. This they attributed to will- 
ingness by unions to take a more cooperative stance with management. These 
findings indicate that EFP schemes, especially where introduced with the consul- 
tation of employee representatives, can play a significant role in improving rela- 
tions and preventing industrial conflict. 


5 Evolution and Future of EFP in transition economies and Europe 

The European Commission has long been involved in promoting EFP within 
member states. This has been primarily achieved through a series of reports 
that have become known as the participation by employed persons in profits 
ad enterprise results (PEPPER) reports. To date there have been four PEPPER 
reports, spanning the period 1991 to 2009. The first PEPPER report was based on 
a data from 1989 to 1991 and focused on reviewing the situation in each of the 
then twelve member states of the European Economic Community. The report 
encouraged all member states to promote EFP and made a number of recom- 
mendations to the commission. In July 1992 the Council of Ministers adopted 
the recommendations of the PEPPER 1 report and the Commission undertook 
to present reports on the scale off EFP implementation. This led to the creation 
of the second PEPPER report in 1997, which highlighted the limited advances 
being made by member states in disseminating information on best practices, 
despite the growing body of evidence outlining the potential benefits on offer. 
In July 2002 and in light of the Lisbon Summit’s commitment to making the 
EU the most competitive and dynamic knowledge-based economy in the world, 
the Commission realized a communication promoting the use of EFP. In this 
communication, the Commission drew attention to the potential of EFP being 
used to increase industry productivity, competitiveness, and profitability. The 
principles for EFP set out by the commission involved participation being volun- 
tary, broad-based, and not hindering employee mobility. Schemes were also to be 
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fully transparent, follow a predefined formula, applied in a regular manner, avoid 
undue risk for employees, and make distributions that are distinct for pay. 

In 2006, the PEPPER three report was realized and for the first time extended 
its analysis to include new member states and candidate countries coming from 
transition economies. The focus of the PEPPER three report was upon the various 
legislative frameworks that exist in different areas of the EU. The report found that 
while EFP is supported in many countries by tax incentives, there exists a wide 
divergence in approaches adopted in various countries. The report concluded 
with recommendations on initiatives that can be taken to reduced administra- 
tive complexities and advance the uptake of EFP in the newly enlarged EU. The 
most recent PEPPER report was published in 2009 and reported on uptake of EFP 
throughout the EU over the preceding decade. The report concluded that there 
had been a significant expansion in EFP throughout the EU. However, the report 
also found that the opportunity to participate in EFP schemes has been extended 
to a majority of the working population in a small number of countries. 

The single best data source for levels of EFP uptake in Europe is the European 
Company Survey. The most recent survey for which data is available was conducted 
in 2009. The survey gathers data on a wide variety of variable pay including 
payment by results (e.g. piecework rates, quality based bonuses, commission 
payments), merit or performance related payments linked to managerial appraisal, 
profit-sharing schemes, and share-ownership schemes. Survey findings show 
that individual-based variable pay is far more common than payments related to 
overall firm performance. Looking more specifically at PS and ESO, the survey 
found that PS (14%) is more commonly found than ESO (5%) amongst private 
sector firms with more than ten employees. The uptake of both forms of EFP 
also varies significantly between countries. For PS, the highest levels of uptake 
are found in France (39%), Netherlands (27%), Sweden (24%), and Finland (23%). 
The lowest levels of uptake were found in Italy (3%), Greece (4%), Malta (4%), 
Cypress (4%), Poland (7%), and Romania (7%). For ESO, the uptake was highest in 
Denmark (13%), Belgium (11%), Romania (11%), and Sweden (11%). For all other 
countries the rate up uptake was less than 7%. It is difficult to discern a clear 
difference between regions of the EU in terms of uptake, as each region appears 
to contain countries with both high and lower levels of uptake. Instead, it appears 
the uptake of EFP in both forms is most common in larger enterprises. Uptake 
of PS also appears linked to the presence of employee representatives, while ESO 
is more common in foreign owned firms. The majority of EFP schemes intro- 
duced are also broad-based, although this is less common amongst central and 
eastern European countries. It is also worth noting that while throughout the EU 
increasing productivity appears as the dominate rationale amongst managers for 
introducing PS, increased wage flexibility also appears as a significant factor for 
countries in central and eastern Europe. The introduction of EFP arrangements 
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across the EU also appears linked to the tax incentives on offer within the host 
country and the move towards decentralized pay determination (Pendelton et al., 
2001). 

For the transition economies of Central and Eastern Europe, legislation 
pertaining to the issue of EFP was not present until after 1989, when these econ- 
omies began the process of deconstructing their centralized economics struc- 
tures. For nearly all transition economies, EFP was introduced as part of their 
wider privatization programmes covering former state owned enterprises. These 
privatization programmes allowed for employees to buyout firms (e.g. Poland), 
receive shares at a reduced price (e.g. Latvia and Lithuania) or for free (e.g. Poland) 
and establish ESOPs (e.g. Romania and Slovenia). As a result of the various EFP 
schemes introduced in different countries, the definition of what EFP also differs 
between countries. For some countries, for example Poland, EFP is synonymous 
with free shares and employee or managerial led buy-outs. While for other coun- 
tries, such as Hungary, EFP is associated more with the establishment of ESOPs. 
The type of legislation introduced in each country also differs depending on 
industry circumstances, the view of policy makers, features of individual priva- 
tization programmes and the level of development in equity markets. For the 
above reasons it is difficult to make generalizations regarding the state of EFP in 
Europe’s transition economies. One point of commonality that can be identified 
is the connection that exist between EFP and privatization programmes. With the 
exceptions of Romania and Hungary, none of the transition economies processes 
stand-alone legislation covering EFP. This connection between EFP and privati- 
zation led to a marked rise in the uptake of EFP amongst transition economies 
throughout the 1990s. However, when these privatization programmes came to an 
end in 2000, the levels of EFP uptake also declined substantially and are now below 
that experienced elsewhere in Europe. Furthermore, following the ending of priva- 
tization, many countries moved to limit the EFP measures introduced under these 
programmes. Many employees in countries such as Poland who initially benefited 
for such programmes also divested their shareholding when given an opportu- 
nity. In many cases these shares were subsequently bought by firm management, 
resulting in concerns regarding the impact of EFP upon the long-term governance 
of firms. As for the use of PS arrangements amongst firms in transition economies, 
it is difficult to obtain reliable figures. This results from the fact no country, with 
the exception of Romania, has specific legislation covering PS schemes. 

Despite the continued commitment of the EU commission to the promo- 
tion of EFP amongst member states as a means of creating competitive advan- 
tage and social cohesion, the future of EFP still faces a number of challenges. 
Most significant amongst these challenges are those arising from differences in 
the legal framework and tax structure surrounding EFP in each member state. 
This poses particular difficulties for those firms and employees that seek to move 
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across borders, as well as for those who strive for mutual recognition of EFP 
arrangements. Another significant issue facing policy-makers are those around 
promoting the uptake of EFP arrangements among small and medium sized 
enterprises, where uptake rates to date have been limited. 


6 Conclusion 

EFP is a term that encompasses a wide variety of both PS and ESO arrange- 
ments and has been of growing academic and government interest over the past 
three decades. Growth in the use of EFP has stemmed from a number of issues 
including a drive to improve industrial competitiveness, enabling a more equi- 
table distribution of wealth and in facilitating the structural transformation of 
entire economies. Underlying each of these is the expectation that EFP will led to 
improved firm performance through the alignment of employee objectives with 
those of their firm. 

Extant research finds little evidence of a direct relationship between EFP and 
firm performance. Instead, it the influence of EFP is felt more through changes 
in employee attitudes (e.g. job commitment and satisfaction) and behaviour 
(e.g. intention to leave and effort). The strength of the relationship between EFP 
and these outcomes is influences by a number of important contextual factors 
including firm size, industry, and the magnitude of financial benefits being created 
for employees. Outcomes are also influenced by the sense of engagement felt by 
employees through involvement in decision-making and the level of support 
given by management. An organizational culture that encourages employees to 
monitor and support one another’s performance can also play a key role on over- 
coming opportunistic behaviour. 

The future development of research on EFP requires researchers to more clearly 
define the mechanism through which firms realize the potential benefits on offer. 
This will necessitate the development and robust testing of a more comprehensive 
theoretical model than is currently available. While the uptake of EFP arrange- 
ments around the world relies on maintaining and expanding the legal and tax- 
incentive support of governments for such schemes, in a globalized world, the 
spread of EFP use will also depend on the growth of mutual recognition for EFP 
arrangements across borders. 
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Trust 


Anna Rebmann 


Abstract 

Trust is essential for the market economy: it reduces transactions costs and facili- 
tates cooperation between economic agents. In this chapter I provide an overview 
of how trust has been defined and measured in the literature. I review the role of 
trust in the market, command, and transition economies, distinguishing between 
particular and extended trust. Extended trust plays a crucial role in economic 
development, yet it is lacking in transition economies due to the socialist legacy. 
I discuss how particular and extended trust were affected by communism and 
the turmoil of early transition, before turning to review some key debates on how 
extended trust is created and how it relates to particular trust and the institu- 
tional environment. 


Keywords: Trust, Transaction Costs, Informal Institutions, Networks, Social Capital 


1 Introduction 

Trust has moved from being a taken-for-granted background variable by econo- 
mists (Dasgupta, 1988, p. 49) to becoming an issue that has been widely recog- 
nized as crucial component of economic relations. A much quoted passage by 
Arrow (1972) encapsulates this viewpoint: 


Almost every commercial transaction has within itself an element of 
trust, certainly any transaction conducted over a period of time. It can be 
plausibly argued that much of economic backwardness in the world can 
be explained by the lack of mutual confidence. 


Trust is multi-faceted and, whilst intensively research, remains an elusive concept. 
Scholars have investigated trust at different levels of analysis: on the micro-level by 
examining trust’s role in inter-firm relations, and at the macro-level by analysing 
the effect of trust on macroeconomic outcomes. Trust is also an interdiscipli- 
nary concept. As well as the discussion in the economics literature, there is a vast 
amount written on trust in political science, psychology, and sociology, and there 
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is much cross-influence between the disciplines. However, these differences in 
levels of analysis and disciplinary approaches can sometimes lead to segmenta- 
tion, with some debates in the trust literature remaining isolated from others. 
This article cannot give credit to all of these, and I will focus on some aspects I 
consider most critical for the economies of Central and Eastern Europe and the 
Former Soviet Union. 

The structure of this article is as follows. First, I present different definitions of 
trust that have appeared in the literature. Second, follows a more in-depth discus- 
sion of why trust is considered important in economics and how extended trust 
forms are seen as an essential component of a successful market economy. The 
final section offers an overview of trust in transition countries with an overview 
how trust and its role in the economy has evolved from the communist period to 
today. This section touches upon key debates in the literature relating to trust in 
the region of Central and Eastern Europe and the Former Soviet Union. 


2 What is trust? 


2.1 Calculative trust 

There is still much debate on how to conceptualize trust. A major division in the 
literature on trust rests on whether trust is conceived of as calculative or non- 
calculative. Scholars adopting a calculative view envision trust as the conscious 
acceptance of the risk of possible loss from interaction with another actor, but 
with an expectation that this loss will not occur (e.g. Dasgupta, 1988; Gambetta, 
1988). Thus trust is an outcome of rational, self-interested calculation. Gambetta’s 
(1988) approach to trust is typical of this view point. He defines trust as: 


a particular level of the subjective probability with which an agent 
assesses that another agent or group of agents will perform a particular 
action, both before he can monitor such action (or independently of his 
capacity ever to be able to monitor it) and in a context which it affects his 
own action. (1988, p. 217) 


However, Williamson (1993, p. 463) argues that ‘calculative trust is a contradic- 
tion in terms’. As Williamson assumes that all individuals may potentially be 
opportunistic, he contends that no individual can actually self-enforce an open- 
ended agreement. He argues that if actor X has calculatively decided to trust actor 
Y, this is because there are mutual dependencies which lead both actors to comply 
with the agreement. If these mutual dependences are not pre-existing, they can 
be put in place by contractual safeguards as the individuals are farsighted and 
able to react to the potential risks involved in the transaction. Consequently 
Williamson calls for researchers to discard the conceptualization of trust as a 
form of risk-taking as there are already more precise terms to describe these situ- 
ations. He advises researchers to discuss calculativeness rather than trust and to 
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use terms such as the presence or absence of contractual safeguards rather than 
the presence or absence of trust. Furthermore, Nooteboom (2002) observes that 
understanding trust in terms of probability “would imply that there is high trust 
if the subjective probability of good outcomes is high, and hence perceived risk is 
low’ (p. 39). However, this goes against the intuition that trust involves an accept- 
ance of risk: under certainty one can no longer talk of trust. Despite this critique, 
many researchers have continued to define trust in terms of risk-taking without 
addressing the issues raised by Williamson (Méllering, 2014). 

Both the conceptualization of trust as a subjective probability function and 
Williamson’s critique of this approach assume that the individual has the ability 
to calculate the payoffs of the different courses of action. Both viewpoints are 
criticized by some scholars for ignoring the widespread presence of Knightian 
uncertainty whereby such one dimensional calculativeness is impossible because 
uncertainty leads to imperfect information: individuals are unable to know 
all the alternative courses of action and evaluate them at the time of decision 
(Humphrey and Schmitz, 1998; James, 2014; Mollering, 2014; Nooteboom, 2002). 
The individual may still try to calculate the risks of interaction, but imperfect 
information prevents these calculations from providing a complete assessment of 
the alternatives; thus other mechanisms are needed to enable transactions to take 
place (James, 2014). These scholars do not to argue that we should remove calcula- 
tion entirely from the concept of trust, but rather they assert that the conceptu- 
alization of trust should have weaker assumptions with respect to rationality and 
should take into account that trust may also be non-calculative. 


2.2 Non-calculative trust 

Non-calculative trust is based on the expectation that the other party will not 
take advantage of one’s vulnerabilities. Calculative trust is based on predictability 
of the other actor’s behaviour given a list of known alternatives which have been 
assigned subjective probabilities. In contrast, non-calculative trust is based on 
expectations of goodwill: expectations that the other party will act cooperatively 
rather than opportunistically over a range of known and unknown contingencies 
(Hardy et al., 1998; Sako, 1998). 

As suggested by the name, non-calculative trust relies on different decision- 
making mechanisms to calculative trust; it is based on heuristics or ‘rules of 
thumb’ (McEvily, 2011). Humans rely on heuristics due to the existence of imper- 
fect information under uncertainty and their limited cognitive capacity which 
means that calculation is a burdensome exercise (Tversky and Kahneman, 1974). 
Heuristics are automatic behaviours which developed through learning and 
practice. Over time they become internalized and they are set in motion upon 
meeting a certain stimuli (Costello, 2001). The use of heuristics means that choice 
is partly suppressed and the all the available options are no longer considered. 
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Conscious decisions are only required when a problem cannot be solved using 
routine knowledge (Nelson and Winter, 1982). Behaviours based on heuristics 
can still be seen as rational as they are based on previous successful experiences 
and they save the actor’s limited cognitive resources by only requiring calculative 
decisions when the actor’s routines are inadequate (Kautonen, 2006). Trust - an 
expectation of goodwill regarding another's actions - may become habitual after 
time based on heuristics rather than recalculated with every action or change in 
context (Nooteboom, 2002; Kautonen, 2006). 

It is also important to note that non-calculative trust does not equate to uncon- 
ditional trust. Non-calculative trust based on routines exists within certain limits 
or ‘tolerance levels’ (Nooteboom, 2002). Within these limits trust can be under- 
stood as non-calculative because the trustor does not bother monitoring and 
searching for evidence of non-trustworthiness. Nevertheless if strong evidence 
appears that the trust has been abused then the trustor will reassess the situ- 
ation, calculativeness becomes important again and trust may be withdrawn 
(Nooteboom, 2002). Reassessment may not only be due to violation of the toler- 
ance levels, but also could be due to exceeding the trustor’s expectations and 
leading to a conscious reassessment to increase the level of trust given to a partner 
(Kautonen, 2006). Thus trust can be conceptualized as having both calculative 
and non-calculative forms. McEvily (2011) argues that we should understand 
calculative and non-calculative trust as two extremes of a continuum. 


2.3 A synthesis 
Nooteboom (2002, p. 45) offers a definition which includes both calculative and 
non-calculative trust: 


Trust in things or people entails the willingness to submit to the risk that 
they may fail us, with the expectation that they will not, or the neglect or 
lack of awareness of the possibility that they might. 


As with many definitions of trust, Nooteboom (2002) conceptualizes it as an 
expectation that ‘things will not go wrong’. However, this expectation may be 
a conscious rational calculation or it may be the result of routinized behaviour 
which leads to a lack of awareness that the other party may abuse one’s trust. Yet 
trust is not solely about the beliefs the trustor holds towards another actor. Trust 
additionally requires some form of action which shows a sign of commitment 
by the trustor (Sztompka, 1999, pp. 25-26; Dasgupta, 1988; Gambetta, 1988), or 
as Nooteboom (2002, p. 45) expresses it: ‘the willingness to submit to the risk 
that they [the trustee] might fail us’. Furthermore, Nooteboom (2002) maintains 
that the trustor does not usually trust someone or something in every matter. 
Trust is normally held in some specific respect and under certain conditions. For 
example, a supplier may trust a customer with respect to prompt payment of bills, 
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but not in respect to sharing confidential information. Nooteboom (2002, p. 38) 
conceptualizes trust as a four place predicate: (1) someone (the trustor) trusts 
(2) someone (or something) (the trustee), (3) in some respect, (4) depending on 
certain conditions such as the context of the action. 


2.4 Types of trust 

As trust is a multi-dimensional concept, there are numerous categorizations of 
trust present in the literature. An early and much-cited categorization is found in 
Zucker (1986). She distinguishes between three types of trust based on the source of 
trust: process-based, character-based, or institutional-based. Process-based trust 
is tied to past and expected (social and economic) exchange relations. It is based 
on aconsiderable amount of person or firm specific information which is acquired 
either first hand from repetitive exchange or second-hand by the reputation of the 
exchange partner (Zucker 1986). Characteristic-based trust is given to a person 
due to their characteristics: some types of people are seen as more inherently trust- 
worthy than others. For example, certain family backgrounds or ethnicities may 
be judged to be more trustworthy than others by certain individuals. Institutional- 
based trust is tied to formal social structures which are used to provide trust. 

Types of trust are also identified according to who or what is being trusted. 
Thus a distinction is drawn between particular trust and extended trust (Efendic, 
et al. 2015; Newton and Zmerli, 2011; Uslaner, 2002). Particular trust (also known 
as thick or specific trust) arises between two individuals and is based on particular 
knowledge of the trustee, which arises through interaction or through member- 
ship of the same group, for example, ethnicity (Efendic, et al. 2015; Rothstein, 
2003). Thus it combines Zucker’s categories of process-based and characteristic- 
based trust. Particular trust involves a narrow set of known individuals (Delhey 
et al., 2011). Extended trust (also known as diffuse or thin trust) is a more abstract 
form of trust which is given despite limited knowledge of the specific attributes of 
the trustee (Raiser, 1999). With extended trust the circle of trusted individuals is 
widened from known individuals to strangers (Fukuyama, 2001). 

There are two types of extended trust: generalized trust (also known as social 
trust or collective trust) and institutional trust (also known as political trust or 
systems trust). Generalized trust is trust in unknown individuals. It is an inclu- 
sive form of trust which extends in an unselective manner to a society (Newton 
and Zmerli, 2011). It indicates confidence in the widespread social norms of the 
society (Efendic, et al., 2015). In turn, institutional trust is confidence in the func- 
tioning of the formal rules and bodies and administration that make, implement, 
and enforce these rules (Efendic, et al., 2015; Welter, 2012; Williamson, 1993). In 
democratic states, these are political institutions such as parliament, administra- 
tive institutions such as the civil service, and legal institutions such as the judi- 
ciary (Rothstein, 2004).' 
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3 The measurement of trust 

There are two general approaches to measuring trust: the attitudinal approach 
and the behavioural approach (McEvily, 2011). The attitudinal approach is 
survey-based where respondents are asked one or several questions designed to 
elicit their trust in various objects. The behavioural approach involves the use of 
experiments in order to observer the actions and decisions of individuals who 
are facing actual monetary consequences for their decisions (Algan and Cahuc, 
2014; McEvily, 2011). The behavioural approach tends to be favoured by econo- 
mists when it is possible to implement because it is consistent with the view in 
economics that revealed preferences are more reliable than stated preferences 
(McEvily and Tortoreillo, 2011). 

There is little agreement in the research on how to measure particularized 
trust. Reviewing measurement practices in organizational research, McEvily and 
Tortoreillo (2011) discover 129 unique measures of trust in and between organi- 
zations in 171 papers. One reason for such an abundance of measures is that there 
are many different contexts within which particular trust can be granted and 
consequently different measures have been developed to account for the variety 
of contexts. Unfortunately, the vast array of measures makes it more difficult to 
generate a cumulative body of knowledge on the impact of particular trust on 
economic outcomes. In contrast, there has been much more consistence in meas- 
ures of extended trust. This is aided by the fact that the context for extended 
trust is more abstract and general - applying to people in general or societal 
institutions. 

The measurement of generalized trust has received the most attention from 
economists. The vast majority of papers use a survey-based measure which has 
been used in the US-based General Social Survey (GSS) and the World Values 
Survey (WVS): ‘Generally speaking, would you say that most people can be 
trusted, or that you can’t be too careful in dealing with people?’ to which respond- 
ents can answer ‘most people can be trusted’ or ‘need to be very careful’. However, 
there has been much debate as to the validity of this question. A key issue is that 
this question measures the expectation that other people are trustworthy, the first 
part of definitions of trust (see Nooteboom, 2002, quoted above), but does not 
include a measure ‘the willingness to submit to the risk that they [the trustee] 
might fail us’, the second part of the definition. 

Economists, in particular, have questioned the validity of focusing solely on 
the belief element of trust and there is a stream of literature focused on comparing 
the GSS/WVS attitudinal measure to behavioural measures elicited from experi- 
ments which also measure the commitment to trust in a situation of risk. These 
experiments usually use a variant of the trust game which was developed by 
Berg, Dickhaut and McCabe (1995). In the trust game, subject A is given a sum 
of money and they then choose how much to send to an anonymous recipient, 
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subject B. The amount A sends is tripled and then B decides how much to return 
to A. The amount sent by A is used as a measure for generalized trust. The amount 
B returns is used as a measure of B’s trustworthiness (Glaeser et al., 2000; Sapienza 
et al., 2007). 

Glaeser et al. (2000) compare attitudinal measures of trust to behavioural 
measures recorded through the trust game. They conclude that that the GSS/ 
WVS generalized trust measure does not actually capture trust as it is not 
correlated with the experimental trust measure, but does correlate with trust- 
worthiness of A. This argument relies on the assumption that the experimental 
measure only captures generalized trust. However, the assumption does not hold 
empirically as it has been found that the amount A sends to be is a combination 
of trust, altruism, reciprocity, and risk aversion (Capra et al., 2008; Cox, 2004; 
Karlan, 2005; Sapienza et al., 2007). Thus Sapienza et al. (2007) recommend that 
the experimental measure of trust should be split up into a expectations/belief 
component which is well-reflected in the GSS/WVS question and into a prefer- 
ence component which reflects attitudes towards risk and altruism which can be 
captured by survey questions asking about respondents past trusting behaviour. 

The measurement of institutional trust has been the focus of political science 
research on trust and has relied on attitudinal measures (for an overview see 
Levi and Stoker, 2000). A dominant method of measuring institutional trust is 
to ask individuals how much confidence they have in particular formal institu- 
tions. This method has been implemented in the World Values Survey which asks 
respondents how much confidence they have in a wide variety of institutions. 
However, scholars interested in the relationship of institutional trust to economic 
outcomes have tended to focus on trust in institutions which form the political 
and legal framework as these bodies are the ones that form and enforce the rules 
of the game (Efendic et al., 2015; Welter, 2012). 


4 Why does trust matter for the economy? 

New Institutional Economics has provided the main theoretical framework for 
scholars introducing trust into economic analysis. On the micro-level, trust is 
integrated into transaction cost theory as an additional mechanism for facili- 
tating cooperation. On the macro-level, generalized and institutional trust are 
linked to the informal institutional framework which provides the norms that 
shape how economic agents interact. In both cases, trust is put forward as a mech- 
anism which lowers transaction costs. 


4.1 Trust and transactions 

Transaction costs are the costs of the process of exchange. They are distinguished 
from the costs of production which are the focus of neoclassical economic 
theory. Earlier neoclassical economics made the assumption that transactions are 
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costless. In this perspective, the firm is viewed in terms of the production function 
whereby a firm’s profit and productivity are a function of the relationship between 
its inputs and outputs. With the inclusion of transaction costs, it is recognized 
that costs of production are not the only costs that firms take into account when 
deciding what, how, and how much to produce: the cost of exchange counts too. 
Reducing transaction costs, reduces the total cost of economic activity and thus 
increases efficiency. 

Trust is important in transactional situations where there is interdepend- 
ence between the actors involved. Interdependence can be defined as a situa- 
tion ‘where the interests of one party cannot be achieved without reliance upon 
another’ (Rousseau et al., 1998, p. 395). Interdependence makes an economic 
actor vulnerable and a transaction risky as their gains are linked to the behaviour 
of their business partner(s) in the future, which cannot be foreseen with certainty. 
Trust is a means to cope with uncertainty. In so doing, trust can reduce ex ante 
contracting costs by allowing contracts to be less detailed, decreasing drafting 
costs, decreasing the necessity for contractual safeguards, and creating mutual 
understanding which allows for quicker negotiation of agreements (Chiles and 
McMackin, 1996, p. 88). Trust can also reduce ex post contracting costs of trans- 
acting by reducing the costs of monitoring as actors have confidence in their part- 
ners’ performance. By lowering the transaction costs, trust may enable exchanges 
to take place that would otherwise be avoided as too risky (Raiser et al., 2008). 

Transaction costs are seen as a crucial factor in explaining the organization 
of economic relations (Coase, 1937; Williamson, 1985); consequently trust also 
becomes an important variable in understanding the coordination of economic 
activity. Trust is useful for explaining the existence of ‘hybrid’ organizational 
forms that exist between the ideal types of market and hierarchical coordination 
mechanisms. It is theorized that trust between firms can be used as an alterna- 
tive mechanism for the organization of economic relations, substituting, or at the 
very least complementing, the mechanisms of the market and hierarchy (Bradach 
and Eccles, 1991). The degree of trust present between the partners of a transac- 
tion affects the types of contracts that can be made. Both particular trust and 
extended trust can reduce the transaction costs and enable actors to come to an 
agreement. 

However, particular trust limits the circle of actors with whom an agent can 
transact as this form of trust is tied to past and expected exchange relations. 
Particular trust stems from repeated interaction between the two parties (bilat- 
eral repeated interaction) as well as repeated interaction of the firm with other 
businesses (multilateral repeated interaction) which allows the development of 
reputation mechanisms (Zucker, 1986). Bilateral repeated interaction can facilitate 
the development of trust in two ways. First, the expectation of future interaction 
improves the payoffs to behaving in a trustworthy manner (Axelrod, 1984; Dixit, 
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2004), and second, the past experience of the relationship allows both parties to 
learn about the behaviour of the other (Gulati and Sytch, 2008). Multi-lateral 
repeated interaction provides another means to assess a partner’s trustworthi- 
ness and to alter the payoffs of interaction - reputation (Axelrod, 1984). Here, 
reputational mechanisms work in two ways: first, offering a means of sanctioning 
a breach of trust, and second providing information about a transaction partner 
(Axelrod, 1984; Dixit, 2004; Rubin, 2005). 

But the trust produced from repeated bilateral or multilateral interactions is, 
in general, highly specific to the particular type of transaction the firm is involved 
in and governed by idiosyncratic understandings and rules (Zucker, 1986). 
Additionally, it takes time for interaction to build trust; a history of good relations, 
or a good reputation, requires investment, cultivation, and needs to be guarded 
carefully, as this is much easier to destroy than to build (Sztompka, 1999). Process- 
based trust also requires a degree of stability to develop (Lane, 1998). The trustor 
must believe that the future will be like today in order for positive expectations 
about a business partner’s future actions to be developed from interaction. 


4.2 Extended trust and the market economy 

Given the limitations of particular trust, scholars have emphasized the impor- 
tance of extended trust for the development of a modern market economy 
(Fukuyama, 1995; Raiser, 1999). One of the main characteristics of the latter is 
the large number of transactions between largely unknown individuals (Raiser, 
1999). Obviously, particular trust cannot be relied upon for these transactions. In 
contrast, extended trust expands the radius of trust from a small circle of family, 
friends, and known business associates to unknown individuals (Fukuyama, 
2001) and thus provides the basis for enabling cooperation between a wider range 
of actors. 

Extended trust is seen in the literature as a society-wide asset that encour- 
ages cooperation (Fukuyama, 1995; Raiser, 1999). This perspective on the role of 
trust in the economy links to new institutional economics in the vein of North 
(1990). North (1990) emphasizes that ‘[t]he major role of institutions in a society 
is to reduce uncertainty by establishing (but not necessarily efficient) structure 
to human interaction’ (1990, p. 6). By reducing uncertainty, North argues that 
institutions can reduce transaction costs and enhance economic performance. 
Thus at the macro-level, extended trust is regarded as an informal institution as it 
provides a general expectation of how transactions will unfold. With generalized 
trust, the trustor has confidence in social norms of cooperation and honesty. The 
trustor holds the expectation that most individuals are trustworthy and conse- 
quently opportunism is not expected in interactions. With institutional trust, the 
trustor has confidence in formal institutions to act as an insurer or guarantor 
that trust is well placed (Zucker, 1986). It is not just that effective institutions 
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can provide contract enforcement, but that they can provide a stable norma- 
tive framework, a reference for ‘correct behaviour’ in business relationships; this 
reduces uncertainty as it becomes easier for actors to predict what others will 
do (Arrighetti et al., 1997). In summary, extended trust is seen as an additional 
factor endowment alongside capital and labour, which has an important role to 
play in economic development (Fukuyama, 1995). 


4.3 Generalized trust and macro-economic performance 

A substantial body of literature has investigated the links between generalized 
trust, one form of extended trust, and economic development. An early cross- 
country study using 29 (mainly OECD) market economies by Knack and Keefer 
(1997) finds that higher levels of generalized trust at the country-level is linked 
to better economic growth. This finding holds when generalized trust is instru- 
mented by ethno-linguistic heterogeneity and the percentage of law students 
out of all post-secondary students to deal with endogeneity issues. These results 
were confirmed by Zak and Knack (2001) who had a larger sample of countries 
including more developing countries and different instruments (the percentage of 
the population who are Catholic, Muslim, or Eastern Orthodox). 

Durlauf (2002) questions whether Knack and Keefer (1997) identify a causal 
role for trust in economic growth. First, he argues that their estimations like any 
for economic growth may be plagued by omitted variable bias as the appropriate 
specification for cross-country growth analysis is still open for debate. Second, 
he questions whether the instrument of ethno-linguistic heterogeneity is really 
unrelated to economic growth except through trust, suggesting that it could also 
be associated with the type of political regime, an omitted variable. Such criti- 
cisms could also be extended to the use of religion as an instrument in Zak and 
Knack (2001) (Barro, 1999). 

However, two papers (Beugelsdijk et al., 2004; Horvath, 2013) provide further 
robustness analysis of the relationship between generalized trust and economic 
growth and find it to be robust. Beugelsdijk et al. (2004) use Extreme Bound 
Analysis (EBA) to test the robustness of the results Knack and Keefer (1997) 
and Zak and Knack (2001). Beugelsdijk et al. (2004) analyse the consequences 
of changing the set of 50 control variables on the size and significance of gener- 
alized trust on economic growth. They conclude that the results of Knack and 
Keefer (1997) are limitedly robust, whereas the results of Zak and Knack (2001) 
are robust and do provide empirical evidence that trust matters for explaining 
variations in economic performance. They suggest that main robustness issue in 
Knack and Keefer (1997) is due to the data limitations of only having data for 29 
countries. Horvath (2013) argues Bayesian model averaging (BMA) it is a more 
statistically rigorous method than EBA for testing the robustness of regression 
models because unlike EBA, BMA does not assume that all specifications are 


532 Anna Rebmann 


equally likely to be true and takes into account the goodness-of-fit of the regres- 
sion when estimating model uncertainty. Furthermore, using BMA, Horvath 
(2013) is also able to address the issue of the endogeneity of trust. The results of 
this analysis also confirm that generalized trust is a robust determinant of long- 
term economic growth. 

Algan and Cahuc (2010) provide convincing evidence of that the direction of 
causality runs from generalized trust to economic development. They develop 
a time-variant measure of generalized trust for 24 (mainly European) countries 
by measuring the inherited trust of descendants of US immigrants. This allows 
them to use country-fixed effects to isolate the effect of generalized trust on 
economic development from other potential determinants such as institutions 
and geography as well as avoiding problems of reverse causality that undermine 
cross-sectional analyses of trust. They find that inherited trust is able to explain a 
significant share of differences in levels of GDP per capita. 

Following on from the debate on the role of generalized trust in economic 
growth and development, there has been interest in discovering the mechanisms 
through which generalized trust causes growth. Generalized trust has been found 
to have a positive impact on a country’s level of human capital (Bjornskov, 2012; 
Dearmon and Grier, 2009; Dearmon and Grier, 2011; Papagapitos and Riley, 
2009); a positive, but non-linear, effect on the accumulation of physical capital 
(Dearmon and Grier, 2009; Dearmon and Grier, 2011); and a positive effect on 
the rule of law (Bjornskov, 2012). Generalized trust is also found to increase 
decentralization of decision-making within firms and increase firm size which 
is argued may improve aggregate productivity through allowing more efficient 
firms to grow larger (Bloom et al., 2012). 


5 Trust in transition countries 

Low levels of trust are found in all the post-socialist countries of Central and 
Eastern Europe and the Former Soviet Union (Fukuyama, 1995; Nannestad, 2008; 
Raiser, 1999; Estrin and Mickiewicz, 2011). Evidence shows that generalized trust, 
institutional trust, and particular trust tend to be lower in Central and Eastern 
Europe than in Western Europe (Fidrmuc and Gérxhani, 2008; Mishler and Rose, 
1997; Newton and Zmerli, 2011; Rose-Ackerman, 2001). In this section, reasons 
for this empirical finding are discussed. The section offers an overview of trust in 
transition countries. It contains a discussion of how trust and its importance for 
the economy has evolved from the communist period to today and covers some of 
the key debates in the literature. 


5.1 Socialism - destroyer of trust 
The Soviet Union in the 1930s is given as the most extreme example of a society 
lacking in trustin the modern era (Hosking, 2014). The new Soviet state deliberately 
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set out to destroy the old social bonds and destroy any political competition 
through the purges of the 1930s. The result was that distrust was a necessary 
mechanism to survive as anyone might be an informer to the security police 
and unguarded remarks might get one arrested and sent to the Gulag (Hosking, 
2014). Whilst other communist states did not undergo the same extremes of 
state-repression as the 1930s USSR, they also attempted to assert authority over 
every aspect of life and eliminate any opposition to the official doctrine, creating 
a climate of distrust where individuals were afraid to openly communicate and 
cooperate with each other (Govier, 1996). 

Additionally the planned economy left little need for trust. Decentralized 
contracting was not necessary as the resource allocation was determined by 
the planning authorities (Raiser, 1999). Firms had no freedom to establish or 
terminate inter-firm exchanges as the planning authorities determined each 
firm’s customers and suppliers, as well as controlled payments (Johanson, 2008). 
Johanson (2008) argues that consequently this meant that there was very little 
interaction between firms which removed the ability to build up particular trust. 
Yet Johanson (2008) takes the depictions of planned-socialist economies as trust- 
less too far. 

Particular trust in personal networks did have an important role to play in the 
planned economy. One of the key characteristic of planned economies was short- 
ages (Kornai, 1992). Ledeneva (1998) recounts how in the USSR the majority of 
the population developed ‘blat’ - informal networks for exchanging goods and 
services in short supply. She points out that trust in these relationships was not 
necessarily based on kinship or friendship, but often developed from the mutual 
utility of exchange. Shortages meant that supplies were also never reliably avail- 
able for firms either. Consequently, in order to meet the targets imposed under 
the plan, firms resorted to informal networks to illegally obtain the required 
inputs (Johanson, 2008; Raiser, 1999). Furthermore, although coordination 
under socialism took place through hierarchical command, there was still room 
for bargaining between the firm and government officials due to asymmetry of 
information between the firms and the planners (Chavance, 1995; Raiser, 1999; 
Mickiewicz, 2010). 


5.2 Transition - period of upheaval 

The fall of communism across Central and Eastern Europe lead to an extended 
period of economic upheaval as countries abandoned centralized planning and 
instigated economic reforms to move to market based economies. Liberalization 
meant that firms could choose transaction partners and at the same time firms 
faced increased vulnerabilities because the planning authorities which had previ- 
ously enforced transactions were weakened and eventually removed (Johanson, 
2008). Firms faced a turbulent and rapidly changing institutional environment 
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and, in some countries, an extended period of macro-economic instability which 
increased uncertainty, making trust-based forms of transaction even more impor- 
tant than in a stable market economy. 

As the 1990s progressed and the variations in economic performance and 
institution building became more dramatic, more and more researchers became 
interested in the question of how institutional legacies and institutional change 
affected the economic outcomes of transition (Murrell, 2005; Raiser, 1999). In 
particular, as highlighted earlier, extended trust is seen as an important insti- 
tutional underpinning for transactions in the market economy. The communist 
legacy and the presence of weak institutions meant that it was lacking in transi- 
tion economies. Surveys from the 1990s find that generalized and institutional 
trust tended to be lower in post-communist countries of Europe compared to the 
market economies of Western Europe (Firdmuc and Gérxhani, 2008; Mishler and 
Rose, 1997) and post-socialists societies still tend to have extremely low levels of 
extended trust today. This has led Fukuyama (1995) to characterize post-commu- 
nist countries as low-trust environments. Average levels of generalized trust across 
the post-socialist region as measured by the WVS have remained quite steady at 
around 22-23 per cent of respondents indicating that most people can be trusted 
from 1995 to 2014.” In contrast, high income economies have average generalized 
trust levels of around 41 per cent in the same period. Whilst convenient, it is too 
simplistic to categorize all countries as high or low trust countries as levels of 
trust differ not only across countries but across regions, cities, and sectors of the 
economy, even more so in environments with weak institutions (Efendic et al., 
2015; Welter and Smallbone, 2006; Welter, 2012). In any case, the observed lack of 
extended trust in transition economies has led scholars to analyse how to create 
extended trust to support the emerging market economies. 


5.3 Extended trust in transition 

A key debate has been whether institutional trust leads to generalized trust or 
vice-versa. Some scholars argue that “good’ institutions which are impartial, fair, 
and efficient are necessary to develop generalized trust (Levi, 1998; Rothstein, 
2004; Rothstein and Stolle, 2012). In a ‘good’ institutional environment, individ- 
uals have an incentive to behave honestly because they believe that opportun- 
istic behaviour will be punished (Rothstein and Stolle, 2012; Sztompka, 1999). 
Additionally, institutions can provide the trustor with insurance against possible 
losses (Sztompka, 1999; Zucker, 1986). 

As well as providing accountability, sound institutions can provide a role- 
model for behaviour, through officials acting impartially and fairly (Rothstein 
and Stolle, 2012). Laws and regulations can formalize existing rules and patterns 
of behaviour, and even create new ones (Zucker, 1986). This can develop what 
Kramer (1999, p. 579) calls rule based-trust which ‘is predicated not on a conscious 
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calculation of the consequences, but rather on shared understanding regarding 
the system of rules regarding appropriate behaviour’. Thus a ‘good’ institutional 
environment may encourage actors to trust a wider range of others, facilitating 
the emergence of generalized trust (Raiser, 1999). In accordance with this argu- 
ment, the development of the legal system and rule of law has been a focus of 
reforms in transition countries (Woodruff, 2004).? 

Other scholars dispute the viewpoint that institutional trust engenders gener- 
alized trust. Uslaner and Badescu (2004) argue that generalized trust does not 
rely upon experiences of institutions in societies with high levels of corruption 
as ordinary citizens distinguish between the actions of officials and those of 
ordinary citizens. Thus the level of corruption in institutions will not affect their 
perception of general trustworthiness of other citizens. Instead they follow de 
Tocqueville’s (1994) perspective and argue that strong institutions are built from 
the ground-up on the basis of high levels of generalized trust. Empirical evidence 
is mixed on whether institutional trust engenders generalized trust, but the find- 
ings are bedevilled with endogeneity problems (Nannestad, 2008). It is likely that 
the relationship between institutional trust and generalized trust runs both ways 
(Raiser, 1999; Tabellini, 2008). 

More recently, a discussion has developed on how regulation and generalized 
trust co-evolve and whether they are substitutes. Carlin et al. (2009) argue that 
the answer to the latter question is that it depends on the context. Their model 
shows that government regulation may displace generalized trust in societies 
with high levels of generalized trust. Conversely, in contexts of low generalized 
trust, more stringent regulation can help develop generalized trust. These find- 
ings fit with the empirical observation that high trust societies tend to have low 
levels of government regulation whilst the inverse is true for low trust societies 
(Aghion et al., 2010). However, Carlin et al. (2009) assume that the regulation 
is effectively implemented and enforced; they assume a benevolent government. 
This is an interesting assumption given that low trust societies tend to be more 
corrupt, and thus it seems strange for there to be greater demand for government 
regulation in such societies. 

Aghion et al. (2010) develop a model of the coevolution of regulation and 
generalized trust which assumes that in low trust societies, regulation is often 
implemented by corrupt officials. They explain that individuals in low general- 
ized trust societies correctly distrust business because it is dishonest, but indi- 
viduals recognize that government regulation, even if implemented by corrupt 
officials, can reduce the negative effects of dishonest business because the need 
to pay bribes to officials reduces the number of businesses that can enter. Thus in 
low generalized trust societies there is demand for more regulation. In high trust 
societies, businesses behave in a civic manner and can be trusted not to impose 
negative externalities on society. Consequently there is little need for regulation. 
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Unlike Carlin et al. (2009), this model predicts that low trust societies may be 
trapped in a bad equilibrium where mistrust and weak institutions reinforce one 
another. Denisova et al. (2010) state that this model is consistent with the situ- 
ation in Russia where low-levels of trust in government institutions and recog- 
nition of high and rising levels of corruption co-exist with a high demand for 
government regulation. 

Societies with weak institutions and mistrust are also likely to have large shadow 
economies (D’Hernoncourt and Méon, 2012; Lassen, 2007; Lee, 2013; Slemrod, 
1998). Regression analysis has shown that countries with higher levels of general- 
ized trust have been found to have smaller shadow economies (D’Hernoncourt 
and Méon, 2012). This result is robust to controlling for the extent of regulation 
as well as the level of development, tax burden, property rights, corruption, and 
legal origin. Endogeneity is a concern as the presence of a large shadow economy 
is likely to undermine generalized trust, but a variety of different instruments for 
generalized trust are used and the result holds. Several causal mechanisms have 
been suggested to explain this relationship. DHernoncourt and Méon (2012) 
argue that in countries with higher generalized trust, individuals believe that 
their fellow citizens are more trustworthy and thus are less likely to be engaged 
in tax evasion and other informal activities. However, Lee (2013) modifies this 
argument somewhat, contending that the effect of generalized trust on the size of 
the shadow economy is indirect: generalized trust reduces the level of corruption 
which reduces the size of the shadow economy. These findings are interesting in 
the context of transition economies given we know that they tend to be low trust 
societies and estimates of the informal economy find they have the largest shadow 
economies in the world after Sub-Saharan Africa, averaging at 36 per cent of GDP 
between 1997 and 2007 (Schneider et al., 2010). 


5.4 Particular trust in transition 

The economics literature has mainly focused on generalized trust (Algan and 
Cahuc, 2014). However, given the weakness of extended trust in post-socialist 
countries, the transition literature has also been interested in the role of particular 
trust and network ties in supporting the transition to the market economy. There 
has been some debate as to the extent to which old networks from the commu- 
nist era could be used in transition. Blanchard and Kremer (1997) argue that the 
collapse of communism led to a breakdown in firm relations as the old economic 
structures that supported relationships were dismantled; consequently mecha- 
nisms used in the West to support long-term relations, such as reputation, had 
limited effect in the early stage of transition. Furthermore, they put forward this 
disruption as an explanation for the large decline of output experienced by many 
transition economies in the early 1990s. However, Mickiewicz (2010) argues that 
the evidence suggests that this disorganization effect is limited to semi-reformed 
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post-socialist economies rather than all of them as the countries that liberalized 
earlier and more quickly faced much shallower recessions. McDermott (2002) 
agrees that many past relations did change, and the ones that remained lost 
their value due to the upheaval of the environment in which these relations were 
embedded, and this has hindered restructuring of industries and enterprises, but 
he also contends that the degree of disruption in old networks has been exagger- 
ated. Kolankiewicz (1996) argues that the extensive personal networks built up in 
communist times were essential for new entrepreneurs in transition. 

Whether networks were disturbed during early transition or not, they continue 
to play a dominant role in transition economies. Johnson et al. (2002) find that 
relational contracting is the main form of contractual assurance for firms in 
Russia, Ukraine, Poland, Slovakia, and Romania in the late 1990s. Johnson et al. 
(1999) find these informal mechanisms act as substitute for weak formal insti- 
tutions as firms which consider the courts to be more effective are more likely 
to switch suppliers. At the same time, firms in stronger institutional environ- 
ments are willing to place greater trust in the new suppliers (Johnson et al., 2002). 
Ledeneva (2006) documents how in Russia, blat, the use of personal ties to obtain 
goods and services in Soviet times, has been adapted to deal with the new business 
conditions since the 1990s and early 2000s such as getting around formal proce- 
dures and obtaining privileges in obtaining loans or settling business disputes. 
Such use of personal ties indicates the less benign side of trust which I will discuss 
further below. 

There is an extensive debate on the relation between particular trust and 
extended trust. Newton and Zmerli, (2011) relate that there are three main posi- 
tions in the debate. The first position is that particular and extended forms of trust 
are part of a single ‘syndrome’. Putnam (1995) argues that societies with dense 
networks of social relations and participation in voluntary associations build 
trust from the ground up. The second position in the debate is that particular 
trust and extended trust are incompatible. Strong bonds of particular trust such 
as is involved in kin relationships are argued to lead to sharp in-group, out-group 
distinctions which promote cooperation and trust within the group but makes it 
difficult to then trust individuals outside that group (Banfield, 1958; Ermisch and 
Gambetta, 2010; Alesina and Giuilano, 2013). For Tonoyan et al. (2010) this leads 
to the ‘dark side of trust’ where closed networks of strong ties provide a breeding 
ground for corruption in the former Soviet Union states. Alesina and Giuilano 
(2013) add that the inability to cooperate beyond the family prevents the develop- 
ment of formal institutions. This perspective is useful, drawing attention to the 
ways that trust has a negative impact on the economy. 

Finally, the third view argues that particular and generalized trust are not 
necessarily incompatible nor compatible. Newton and Zmerli, (2011) find that 
particular trust is a necessary condition for generalized trust - 99 per cent of 
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individuals questioned in the World Values Surveys who have generalized trust 
also have high levels of particular trust. In contrast only 45 per cent of individ- 
uals with high levels of particular trust have generalized trust. They argue that 
whether particular trust and generalized trust are compatible, depends upon the 
context such as the institutions and culture. It is in weak institutional environ- 
ments such as the countries of the former Soviet Union, that particular trust and 
strong network ties breed corruption (Tonoyan et al., 2010). Yet, a more thorough 
empirical analysis of the relationship of particular trust and generalized trust by 
Alesina and Giuilano (2013) finds that strong family ties lead to less generalized 
trust. Furthermore, they find that countries with cultures where strong family 
ties are important tend to have weaker institutions. 


6 Summary and conclusion 

This article examines the role of trust in transition economies. As trust is a multi- 
faceted and highly debated concept, I devoted the first part of the article to laying 
out the extensive debates on the definition and measurement of trust. After 
reviewing the debates on calculative and non-calculative trust, I suggest that we 
should follow McEvily’s (2011) conceptualization of trust and understand calcu- 
lative and non-calculative trust as two ends of a continuum. Thus, I advise the 
adoption of a definition such as Nooteboom’s (2002) which recognizes both the 
calculative and non-calculative aspects involved in trusting relations. Literature 
distinguishes different types of trust according to the object of trust. A crucial 
distinction is between particular trust - trust in a known individual or set of 
individuals - and extended trust - a more abstract form of trust which is given 
despite limited knowledge of the object being trusted. Extended trust can be cate- 
gorized into generalized trust and institutional trust. Generalized trust is trust in 
unknown individuals and institutional trust is confidence in the functioning of 
formal institutions that make and enforce the rules of the game. 

Trust plays a role in economic activity as its presence can reduce transaction 
costs. In particular, extended trust is an essential element for the functioning 
of the modern market economy which as specialization, and the complexity 
of modern economic activities requires individuals to interact with unknown 
others (Fukuyama, 1995; Raiser, 1999). Thus, extended trust plays a crucial role in 
economic development. Empirical studies have shown that higher levels of gener- 
alized trust at the country-level lead to higher growth rates. However, transition 
countries are lacking in extended trust. The low levels of extended trust are a 
legacy from the communist period where states set out to destroy old social bonds 
in order to assert their authority. Furthermore, the instability and weakness of 
institutions in transition made the creation of generalized or institutional trust 
difficult. Particular trust has played a role in facilitating economic exchange in 
transition countries; however it can also have negative consequences if it leads 
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to sharp in-group and out-group distinctions which prevent the development of 
generalized trust and wider cooperation. 

There are many debates over the how extended trust is created and how the 
different types of trust relate to each other and the institutional environment. 
This article covered the major debates which have concerned scholars researching 
transition countries such as whether institutional trust engenders generalized 
trust or vice-versa, whether particular trust undermines extended trust, and 
whether regulation and generalized trust substitutes. These debates are still very 
much open as the complex causal mechanisms linking these aspects of our insti- 
tutional environment are difficult to disentangle. Yet, the research in economics 
on trust has come a long way since Dasgupta remarked in 1988 that ‘economists 
rarely discuss the notion’, and research on trust in the transition countries of 
Central and Eastern Europe and the Former Soviet Union has highlighted how 
much it was taken for granted in advanced market economies, but also how trust 
can have a dark side too. 
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Notes 

1. There is some debate as to whether trust in institutions should be called by some other 
name to more clearly differentiate it from trust in individuals (particular or generalized). 
Some scholars would prefer to call institutional trust, confidence and make a clear 
distinction between trust and confidence (Luhmann, 1988; Beugelsdijk, 2005). Luhmann 
(1988) argues that although both trust and confidence refer to expectations, in situations 
of trust you are able to choose between alternatives, ie. you can choose to take the risk 
or you can choose to avoid it. In situations of confidence there is no choice in avoiding 
the risk. As it is difficult to avoid the institutional framework in which you live, there 
is no real choice and thus we should use the term institutional confidence rather than 
institutional trust. However, Hosking (2014) points out many languages such as French 
and Spanish make no distinction between trust and confidence and in English it is 
difficult to see a clear dividing line. In general, the literature has tended to treat trust and 
confidence as one and the same. 

2. Not all transition countries are covered in all surveys. However, in each of the four waves 
since 1995 the WVS has taken place in at least 10 transition countries. 

3. The development of efficient and effective legal systems has been one of the major 
challenges in the transition from communism. Transition from communism has meant 
that the legal systems of formerly socialist countries needed to be completely reformed 
and in many aspects built from scratch. Since the socialist state assumed a dominant role 
in managing the economy and most companies were state controlled, under socialism 
the issue of enforcement of business contracts hardly arose, apart from disputes with 
employees. Market economies require very different types of legislation, focusing both 
on relations between private individuals and groups, and with the government that 
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is separated from the economy. However, transition countries vary in the degree and 
intensity of legal reform as well as the implementation gap between passing of legislation 
and it actually being enforced. 

4. Note that by a high level of regulation Aghion et al. (2010) are referring to the state 
imposing a large number of rules and procedures on businesses such as burdensome 
entry procedures and labour regulations. A high level of regulation does not necessarily 
mean a large government size in terms of government spending, as Aidis et al. (2012) 
show a weak negative correlation between market freedom and size of government. 
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Happiness in Transition 


Ekaterina Selezneva 


Abstract 

Based on economic and sociological research, this chapter examines (in)stability 
of behavioural patterns across developed countries and countries in transition. At 
first it introduces the notion of subjective well-being (SWB) and its components. 
Then it turns to the existing SWB gap between developed countries and countries 
in transition and defines the socio-demographic characteristics of the winners of 
transition. Further on, the focus moves to the role of economic environment and 
labour market conditions. Finally, we consider the role of societal and institu- 
tional characteristics, which are increasingly recognized as being more important 
than economic ones. 


Keywords: Subjective Well-Being, Happiness, Life Satisfaction, Central and 
Eastern Europe, Ex-Communist Countries 


1. Introduction 
Subjective well-being (SWB) study is a fast growing branch of research on the 
border of economics, sociology, and psychology. The early studies date back to 
the 1970s when the first attempts to connect the happiness of individuals and 
economic growth were made. Research was mostly focused on developed coun- 
tries. By the 1990s when the countries of the former Soviet Union (FSU) and 
Central and Eastern Europe (CEE) began their economic and political trans- 
formation, a question arose concerning the validity of the behavioural patterns 
discovered by happiness researchers. The variety of transition scenarios, differing 
in both the speed and the degree of success of the transformation, makes the 
task even more challenging. Due to data-imposed restriction, some regions like 
Central Asia and Caucasus are still hardly covered by any relevant research on 
the topic. At the same time there is an extensive database available for Russia and 
CEE countries. 

In this article I concentrate on the evidence related to countries in transition, 
countries that underwent a series of economic and political reforms on the way 
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from central planning to market economy. This definition would not only cover 
the countries of the CEE and FSU, but may also in some cases include China as 
well as some Latin American countries. I investigate the most common behav- 
ioural patterns discovered in countries in transition and emphasize the differ- 
ences — if any — from the developed countries. The topic has been becoming 
subject to growing attention in recent years. 

Which lesson may the study of happiness in countries in transition provide 
us with? First of all, the conclusions found for developed countries during their 
relatively stable periods cannot be transferred without changes to countries with 
unstable political and economic situations. After a dramatic increase of uncer- 
tainty around the world during and because of the crisis of 2008, the evidence 
for countries in transition might give us some important examples of (in)stability 
of behavioural patterns in different strata of the population, both in developed 
countries and countries in transition. Secondly, winds of change might bring 
both the current insecurity and new opportunities. Armed with the knowledge of 
which factors contribute to the improvement of subjective well-being, one should 
be able to navigate towards a better life. 


2 Definitions: happiness, life satisfaction, and subjective well-being 

Utility, its measurability and interpersonal comparability, as well as search for 
its empirical counterpart, makes a significant part of the economic literature 
for more than 250 years. While utility has never been measured directly, it was 
possible to make inferences about it from observed behaviour of economic agents 
(Samuleson, 1938). In the 1960-1970s, notions like ‘global happiness’ and ‘global 
satisfaction appeared in national surveys as synonyms of economic welfare. In 
the works of Easterlin (1974) and Scitovsky (1976), as well as representatives of 
the so-called Leyden school (Kapteyn et al., 1978) income and welfare played the 
main role as a source of happiness. For a deeper insight into the development of 
this research and the discussion on the validity of self-reported well-being meas- 
ures, an interested reader is invited to consult the reviews in Ng (1997), Diener 
et al. (1999), Frey and Stutzer (2002), and Konow and Earley (2008). 

Nowadays, questions about happiness and satisfaction are rather standard in 
many household surveys for both developed countries and countries in transition 
(see examples in Selezneva, 2011). Many researchers use the terms ‘utility’, ‘welfare’, 
‘well-being’, and ‘satisfaction’ as interchangeable, in other words representing the 
same empirical concept (Van Praag, 2011). However, happiness is usually under- 
stood as the degree up to which an individual judges the overall quality of his or 
her life as in the whole satisfactory. This is the case when a positive perception of 
their situation prevails. Diener et al. (1999) quote Tatarkiewicz (1976), ‘happiness 
requires total satisfaction, that is satisfaction with life as a whole’ (p. 8). Many 
objective circumstances (such as income, age, employment status) are found to 
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have little impact on happiness, while personality traits and subjective perception 
of our own situation do (Headey, et al., 2008). Satisfaction, in its turn, often coin- 
cides with viewing well-being as possessing something desirable and satisfying 
own-preferences (Diener, 1984). Life satisfaction judgement involves a cognitive 
assessment of the quality of life according to a chosen criterion; the criterion 
is chosen by a person him- or herself, and not by a researcher or interviewer. 
SWB measures encapsulate individual perceptions of the experiences and cannot 
be completely equalized with the utility as economists typically understand it 
(Kahneman and Krueger, 2006). Measures of satisfaction in different spheres (or 
life domains) - such as family life, job, financial situation - may be collected. 
Subjective well-being includes life satisfaction and two types of affect: positive and 
negative (combination of positive and negative emotions and feelings). It is often 
used as a more general umbrella-term for happiness and satisfaction; I also use it 
in this manner further in this paper. 


3 Approaches to study well-being 

Is happiness an ultimate goal or just one component of a good life? The happiness 
approach (HA) and capabilities approach (CA) answer this question differently. 
Within HA, there are two traditions, hedonic and eudaimonic. 

Standard textbooks on economic theory confront the reader with the assump- 
tion of utility maximization as being the final goal of choices and actions. The 
utility function is concave and has tangible goods, services, and leisure among its 
arguments. Individual preferences are formed ex-ante and can be inferred from 
behaviour; they are used to explain the choices made. In SWB research it is often 
assumed that self-reported measures closely approximate the utility experienced 
by individuals (Kahnemann et al., 1997). In the (dominating) hedonic approach 
to subjective well-being, happiness can be understood as accumulated moments 
of experiencing pleasure (and the absence of pain). It can be derived from the 
attainment of goals or valued outcomes (Diener et al., 1999). Using the hedonic 
approach, SWB can be seen as an index of psychological wellness (Kahneman 
et al., 1999). In the framework of the bottom-up approach, it embraces, as an ulti- 
mate measure, all the decisions and actions taken. The eudaimonic approach is 
based on the view of people living in accordance with their true self (daimon) and 
getting material and non-material rewards while constructing a good life. Some 
of the actions might produce pleasure (happiness), but not enhance well-being if 
the actions contradict the daimon (Ryan and Deci, 2001). 

The capability approach proposed by the Nobel Prize winner Amartya Sen, 
criticizes the ‘utilitarian calculus-based happiness’ and assumes that SWB is an 
aggregate measure across different interrelated “‘functionings’ (real conditions of 
life). The main focus is thus placed on the individual-specific ‘capabilities’, namely 
all the possible well-being states representing what a person could do and who the 
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person could become. ‘Being happy’ is included by Sen in a list of functionings 
along with other life aspects such as “being adequately nourished’ (Sen, 2009). 

The text below is mainly based on the evidence found using the happiness 
approach. 


4 Subjective well-being gap due to the transition 

The system of beliefs backing up the existence of the communist countries 
had already been eroding by 1982 (Inglehart et al., 2013). The lack of meaning 
and purpose brought populations of communist countries into experiencing 
‘a malaise linked with the era of stagnation’ (p. 4). In a way, the sharp decline 
in SWB, a rather rare phenomenon, pre-announced the upcoming dramatic 
changes. Well-being levels for Russia, Belarus, Ukraine, Bulgaria, and Romania 
appeared to be the world’s lowest by 1990. Russians’ well-being levels were even 
lower than those of Nigeria and India. Changes, which began at the edge of 
1990s, had a negative impact on the financial wealth of the societies as well 
as on the health and psychological well-being of the relevant population (see 
Irdam et al., 2015 in this Dictionary). So, during the first decade of reforms, 
the level of life satisfaction in Russia continued to fall, ending up far below the 
level of satisfaction that the Soviet Union had reached just before its dissolu- 
tion (Veenhoven, 2001). It is true that some of the countries in transition had 
significant successes during their transformation period; some of them became 
members of the (enlarged) European Union. As happiness is found to adapt to 
both positive and negative shocks (the so-called hedonic treadmill phenomenon) 
(Binswanger, 2006; Di Tella et al., 2010), one might expect the average SWB 
levels in (post)transition societies to have recovered over the last two decades. 
In fact, self-reported satisfaction rose significantly from 1991 up to 2009 (Pew 
Global Attitudes Project, 2009). However, as there is still a notable heterogeneity 
between the EU member states in terms of institutions and economic develop- 
ment, there still exists “an iron curtain of unhappiness’ - a subjective well-being 
gap — separating countries with transition experience from the developed ones 
(Lelkes, 2006; Hayo, 2007; Bohnke, 2008; Abbott et al., 2011 for the review of 
studies on Central Asia and Caucasus). Recovery from the negative welfare 
impact of transition in the former Soviet Union countries has been even slower 
(Griin and Klasen, 2012). 


5 Socio-demographic determinants of well-being in transition 

Now let us move on to determinants of subjective well-being discovered in happi- 
ness studies for countries in transition, namely to socio-demographic charac- 
teristics increasing both SWB and support of reforms and then on to the role 
of income, absolute and relative, labour market participation, and employment 
status. With the transition proceeding further, non-economic factors are shown 
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to gain relatively more weight in the process of SWB evaluation/formation. I 
conclude with societal and institutional characteristics that have been widely 
discussed in recent literature. 

In one of the first studies of the determinants of subjective well-being, Wilson 
(1967) concluded that a happy person is a ‘young, healthy, well-educated, well- 
paid, extroverted, optimistic, worry-free, religious, married person with high 
self-esteem, job morale, modest aspiration, of either sex and of a wide range of 
intelligence’ (p. 294). Nowadays, the search for the factors enhancing individual 
and hence societal well-being continues within seven main spheres, the so-called 
‘Big Seven’ (Layard, 2005): family relationships, financial situation, work, commu- 
nity and friends, health, personal freedom, and personal values. 

Who is likely to be a happy person in a country in transition? Winners of tran- 
sition — usually those who suffered less economically - are usually happier and 
often enter the group of reform supporters (Brainerd, 1998; Hayo and Seifert, 
2003). When new knowledge and skills came to the fore - including a capa- 
bility to adapt to fast changes, increased inequality and uncertainty — these were 
most often young (under 30) skilled men who did fit the new system (Easterlin, 
2009). On the whole, a rapid human capital depreciation occurred (Guriev and 
Zhuravskaya, 2009). A positive effect of education on well-being in countries in 
transition was observed only at higher levels of education (Namazie and Sanfey, 
2001; Sanfey and Teksoz, 2007). As Rovelli and Zaiceva (2013) found, it was those 
with higher education and higher incomes who became more pro-market oriented 
and supportive to democracy over the first 15 years of transition. 

At the beginning of the 1990s, citizens of former communist countries, espe- 
cially in the CEE, were in general more supportive towards reforms and state 
interventions than their western counterparts. The highest levels of support for 
a free market economy and a general feeling of the country going into the right 
direction were documented in Poland, Croatia, Estonia, and Albania, while 
former-USSR republics lagged behind in their positive evaluation of reforms. 
The degree of satisfaction with democracy also varied, being lowest in Bulgaria 
and highest in Albania (Blanchflower, 2001). In the general population, the wide- 
spread enthusiasm at the beginning of the reforms often later transformed into 
a widespread view that the business class and political leadership had benefited 
from the changes more than ordinary people. Despite that economic recovery 
followed the transition in the CEE, many do not feel an improvement of the 
economic and political situation (Guriev and Zhuravskaya, 2009). All these 
caused a significantly diminished support for democracy and capitalism, espe- 
cially among former Soviet Union countries (Pew Global Attitudes Project, 2009). 
Some of the reforms, such as competition policy reform and price liberalization, 
helped to improve individual perceptions of economic and political changes and 
a resulting well-being, while others such as large scale privatization, worsened 
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them (Popova, 2014); (see Irdam et al., 2015 in this Dictionary). Inglehart et al. 
(2013, p. 11) differentiate between happiness and life satisfaction, and state that 
according to the World Values Survey, as a result of ‘liberalization and economic 
trauma’ the happiness level rose from 1981 to 1995 while life satisfaction fell in 
Russia and Hungary. 

There appears a more evident, in 2009 in comparison to 1991, life satisfac- 
tion gap between younger generations (under 30) and those of elderly (over 65) 
(Pew Global Attitudes Project, 2009; Guriev and Zhuravskaya, 2009). However, in 
transition as in developed countries, there was found an evidence for a U-shape of 
SWB in age. As people get older subjective well-being level diminishes; however, 
at some point the negative trend reverses. The age of minimal happiness ranges 
from 38.4 in Ireland to 66.1 in Portugal for old EU-member states, while for China, 
Azerbaijan, and East European nations it is at about 45-46 years (Blanchflower 
and Oswald, 2008). 

An established fact of a generally positive gender well-being gap, higher self- 
reported job and life satisfaction of women in comparison to men (Clark, 1997), 
is opposed by results found for Russia, which Senik (2004) cited as an unusual 
finding. A negative well-being gap for women was also documented, for example, 
for post-communist Romania (Mitrut and Wolff, 2011). Evidence of a closing 
negative gender well-being gap exists for Russia (Sousa-Poza and Sousa-Poza, 
2000) as well as of a shrinking positive well-being gap for the Anglo-Saxon coun- 
tries (Sousa-Poza and Sousa-Poza, 2003). 

Surprisingly, the family life dimension is also relatively understudied in transi- 
tion countries. A positive association between marriage and individual well-being 
is confirmed for transition countries (Molnar and Kapitany, 2006, for Hungary; 
Angelescu, 2008, for Poland; Saris, 2001; Frijters et al., 2006; Cerami, 2010, for 
Russia). Moreover, family life likely served as a peaceful haven during the tumul- 
tuous first years of transition. In fact, this life dimension was one of the few to 
keep satisfaction scores high (Saris and Andreenkova, 2001, for Russia). At the 
later stages of transition, a kind of positive spill-over to other life dimensions 
appeared (Angelescu, 2008, for Poland). 

Well-being of children in transition countries - as an indicator of the current 
situation and future prospects of those born after the break down of the Soviet 
Union - has only recently become a separate category of studies. Richardson 
et al. (2008) is one of several attempts to develop an umbrella-index for seven 
dimensions including deprivation, health, family forms and care, risk, and safety. 
According to the index, the authors place to the top of the classification the coun- 
tries of the former Yugoslavia (apart from Albania), while the former Central 
Asian Soviet Republics are at the bottom (the worst - Moldova; while Tajikistan 
is second from the bottom). Additionally, an impact of the crisis of 2007-2008 
on children’s well-being was studies by Chzhen (2014). She notes that actual 
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experiences of children and parents’ perception of the crisis impact on household 
well-being do not necessarily coincide. 


6 Financial situation and subjective well-being 

Cornerstones of happiness research in economics were laid with such SWB 
determinants such as income and wealth. One of the still extensively discussed 
phenomena discovered is the Easterlin paradox (Easterlin, 1974 and 1995). While 
income and happiness are positively associated in a population at a moment of 
time, the positive association disappears over time, in the long run. So, continu- 
ously increasing incomes were observed together with stagnating SWB. Similarly, 
Scitovsky (1976) tried to find a psychological explanation as intrinsic motivation 
and demand for comfort to ‘why [American] unprecedented and fast-growing 
prosperity had left its beneficiaries unsatisfied’ (p. vi). 

Nowadays, conclusions on income - levels or increments - improving SWB in 
developed countries are mixed; mainly, it is confirmed in cross-sectional studies 
comparing individuals within a population (Frey and Stutzer, 2002). When tran- 
sition countries are addressed, a positive answer is received — in cross-sectional, 
panel, and time-series studies - for the question of whether money can buy 
happiness. 

The absolute income hypothesis, namely that ‘richer people are happier than 
those less well off within the same society(Diener, 1984; p. 553), as well as the 
diminishing marginal utility theory, namely that increasing income for wealthy 
people is less considerable for their SWB (Frey and Stutzer, 2002), are confirmed 
on different subsets of transition countries (Hayo, 2007; Senik, 2004). 

The distinction between subjective well-being measures might, however, 
lead to different conclusions. As in developed countries, there is a stronger link 
between life satisfaction, individual economic conditions, and financial satisfac- 
tion than between the latter and happiness (Saris and Andreenkova, 2001; Peiro, 
2006). Peird (2006) also concludes that the average happiness reported does not 
vary significantly across income quantiles. 

As for individual income dynamics, unlike in developed countries, an (indi- 
vidual or household) real income increase was translated into a big magnitude 
increment of reported subjective well-being. Frijters et al. (2004) state that around 
40 per cent of increase in life satisfaction in Eastern Germany in the first decade 
after re-unification is due to the income growth. Similarly, Frijters et al. (2006) 
found 30 per cent of year-to-year changes and 10 per cent of total change in 
reported life satisfaction between 1996 and 2000 in Russia to be generated by 
changes in real household incomes. Guriev and Zhuravskaya (2009) estimate 
an impact of a 10 per cent increase in absolute household income per household 
member on life satisfaction. On a 1 to 10 life-satisfaction scale it is equal to 0.023 
points for non-transition and 0.044 points for transition countries. Generally low 
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incomes at the beginning of transition may be one of the reasons for this aston- 
ishing effect. 

While over the last decade a vivid discussion has unfolded on the paradox 
validity in western countries (see, among all, Stevenson and Wolfers, 2006), a 
number of researchers also paid particular attention to the resemblance of GDP 
and mean SWB V-shaped trends for some of the transition countries (Bartolini 
et al., 2015). However, this exceptional violation of the Easterlin paradox is not 
universal for the whole group of transition countries. Guriev and Zhuravskaya 
(2009) confirm it for 11 out of 23 investigated countries; Frijters et al. (2006) and 
Cerami (2010) do for Russia. Brockmann et al. (2009) speak about a ‘China puzzle’, 
namely falling subjective happiness in an objectively rising economy. Happiness 
is also found to decrease steadily in Hungary (Guriev and Zhuravskaya, 2009). 

Interestingly, both directions of causality - top-down and bottom-up — between 
SWB and income were noted in the literature for transition countries. People in a 
better financial situation tend to report higher life satisfaction, as well as happier 
people are better off economically; both seems to be valid in unstable economic 
conditions (Schyns, 2000; Namazie and Sanfey, 2001; Graham et al., 2004). 


7 Relative income and rank in income distribution 

Unlike in an economics textbook, both absolute and relative positions in an 
income distribution enter a complex process of subjective well-being evalua- 
tion. Several contradicting hypotheses address the link between own and other’s 
incomes and the SWB reported: the relative-income hypothesis (and its violation, 
the so-called ‘tunnel effect’) and the rank-income hypothesis. 

‘The relative-income hypothesis, elaborated by Duesenberry (1949), assumes a 
negative impact of a so-called reference income on individual utility (or SWB). 
The idea would imply that people want to keep up with the Joneses, or to say 
it differently, ‘change their preferences in response to what others have and 
want’ (Headey, et al., 2008, p. 68). Comparisons of one’s own status and condi- 
tions with others is an important instrument of constructing social reality 
(Festinger, 1954). Utility of one’s own income (consumption, wealth) is evalu- 
ated through the prism of a chosen social reference-group norm. Any group 
of ‘relevant others’ may play the role of a benchmark for comparisons, such 
as neighbours, colleagues and friends, or parents at the same age (Clark and 
Senik, 2010; Dumludag, 2014). Luttmer (2005) concludes for the US, that in 
absolute terms, the impact of neighbours’ incomes on individual satisfaction is 
larger than that of the own income. It is important that within the framework 
comparisons may be performed in relation to others, as well as to one’s own 
past (habituation level) or future expected conditions. For a review on the role 
of comparisons in economic and social life, see Clark et al. (2008), Clark (2012), 
and Dumludag (2014). 
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It is the reference group comparisons that are also likely to be responsible 
for a lower than expected increase of life satisfaction of Eastern Germans. As 
Frijters, et al. (2004) argue, they failed to realize that after the re-unification 
West Germans would become their new reference group. Validity of the relative 
income hypothesis is confirmed for the poorest areas within transition countries 
(Namazie and Sanfey, 2001; Knight et al., 2009). Van Landeghem et al. (2013) 
consider the consequences of land privatization in Moldova. This paper is a rare 
example of relative wealth (and not income) comparison studies. In line with the 
predictions of the relative-income hypothesis, wealth possession in form of land 
has a positive effect on individual SWB while neighbours’ average land plot size 
has a (much stronger) negative effect. 

Another side of the coin is a so-called conspicuous consumption to refer to 
expenditure on goods that signal the consumer’s position in society (Veblen, 1899). 
Visible consumption as a form of ‘showing-off to new neighbours’ was indicated 
among the tools for enhancement of their own subjective economic status, and 
hence higher subjective well-being for internal migrants in Kazakhstan (Danzer 
et al., 2014). 

Being above or below an individual reference group norm makes a difference 
to evaluation of subjective well-being. Upward comparisons, from below-the-ref- 
erence income, have a stronger impact on SWB than downward comparisons in 
developed countries (Duesenberry, 1949; Boyce et al., 2010). As evidence for tran- 
sition countries shows, the impact is always asymmetric, negative in the case of 
downward comparisons and positive in case of upward evaluation. In developed 
European countries, only the negative downward comparison effect on SWB is 
observed (Dumludag, 2014). 

While studying the topic, a researcher often decides deliberately on the choice 
of the reference group: all the people within the economy (Easterlin, 1974), people 
of the same age and sex as respondent (Ferrer-i-Carbonell, 2005), and so on. Clark 
and Senik (2010), who had access to precise information on the reference group 
an individual actually compares his or her own situation to, warned that the 
comparisons become ‘toxic’ for SWB at varying degrees among different groups. 
Comparisons to friends are the most ‘painful’ ones. Colleagues compose the most 
frequently named comparison group with the lowest negative impact on SWB. 
The authors suggest, in the latter case, a use of the reference ‘professional income’ 
as a source of information for own future possibilities. 

Violation of the relative income hypothesis: ‘Tunnel effect’. In the beginning 
of the 1970s, Hirschman and Rothschild (1973) theoretically portrayed a situa- 
tion of relative-income hypothesis violation, namely when the current success 
of a reference group is interpreted as a sign for amelioration of the own situation 
in the nearest future. The success of a reference group observed creates a base 
for optimistic expectations formation, as well as contributes to a positive utility 
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shock in the current moment. Senik (2004 and 2008), who extensively searched 
for the signs of the effect in transition countries, refers to the phenomenon as to 
a situation when ‘jealousy’ provoked by an improvement of the other’s status is 
displaced by an ‘ambition’, or ‘information’ component. She does demonstrate 
the described phenomena on data for several Eastern (but not Western) European 
countries. The presence of the ‘tunnel effect’ in the beginning of the transition 
was found for Czech Republic, Hungary, Slovenia, Poland, and Russia (Caporale 
et al., 2009). Kalbarczyk (2006) also establishes the signs of the effect at the indi- 
vidual level of comparisons for England, while Senik (2008) does it for the United 
States. 

Hirschman and Rothschild (1973) envisaged some prerequisites for the tunnel 
effect appearance such as homogeneity of population in terms of nationality, reli- 
gion, or an intensive historical experience (war, revolution, etc.); stereotypical 
ideas of luck, not only merit, advancing an individual to a higher socio-economic 
status; and a decentralized economy. It is an environment with a high level of 
uncertainty and social and income mobility, where the tunnel effect may appear. 

As noted above, being above or below a reference group norm does make a 
difference for the importance of comparisons for SWB. According to the income- 
rank hypothesis, income and utility are indirectly linked through the rank of 
individuals in the income distribution of the comparison group. Thus an income 
increase does not mean an obligatorily higher level of the subjective well-being 
measure reported. It is a higher rank that translates into higher utility, rather than 
absolute income or a position relative to a reference income (Boyce et al., 2010). 
Van Landeghem et al. (2013) note, the positive impact of a higher rank may come 
through its equalization to higher respect, possibilities to get more material and 
social benefits, including higher chances to marry a rich counterpart. 

Underestimation of one’s own financial condition and progress might also lead 
to non-positive changes in life satisfaction. Such a group of frustrated achievers 
most often belongs to the middle of the income distribution in transition coun- 
tries and to higher income quantiles in the case of developed countries (Graham 
and Pettinato, 2002, Becchetti, 2010). 


8 Labour market status, characteristics of jobs, and well-being 

Excess demand for labour, low mobility and occupational choice, little or no 
unemployment, and the enlarged state sector, all these were characteristic 
features of communist economies (Blanchflower, 2001). The transformation 
process brought about previously unknown phenomena such as high inflation 
and unemployment. Rich data collected for developed countries clearly shows 
how the current unemployment status and past unemployment episodes dete- 
riorate current individual - and even relevant partner’s - subjective well-being 
(Molnar and Kapitany, 2006). Unsurprisingly, permanent welfare loss even after 
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a short period of unemployment is as well confirmed for transition countries 
(Ravallion and Lokshin, 2001; Hayo and Seifert, 2003). Unemployed persons also 
see their own household situations as relatively bad (Blanchflower, 2001; Hayo 
and Seifert, 2003, for Eastern Europe). The only exception found in the literature 
is in Azerbaijan between 1995-1997, where unemployed persons were found to be 
happier than employed ones (Blanchflower, 2001). 

The negative impact of unemployment on individual SWB can be reinforced 
by the inertia of social norms towards unemployed persons and by undeveloped 
systems of unemployment benefits. In general, a negative impact of the unemploy- 
ment rate in a country on life satisfaction is found to be of higher importance than 
that of inflation (MaleSevi¢ Perovic, 2008). In Poland, the life satisfaction trend 
did not mirror the GDP track, but that of the unemployment rate (Angelescu, 
2008). A high unemployment rate may also deteriorate the level of satisfaction 
with some societal institutions and political values/system; this was shown for 
satisfaction with democracy (Blanchflower and Freeman, 1997). Alleviation of 
the negative impact of unemployment might come through the social compari- 
sons channel. Being unemployed has a lower negative impact on own life satisfac- 
tion in areas where the local unemployment rate is high (Eggers et al., 2006, for 
Russia; Kalyuzhnova and Kambhampati, 2008, for Kazakhstan). 

Uncertainty and insecurity usually label the unemployment status, while 
employment is associated with stability. The effect of working on subjective life 
satisfaction, in general, is positive (Ratzel, 2012). However, the relationship is rather 
complex, especially in a situation of uncertainty. A negative impact of a high level 
of uncertainty and perceived job security accompanying employment status on 
subjective well-being may be significantly reduced or even disappear completely 
in case of some combinations of labour market institutions. For example, liber- 
alization of the mandatory dismissal costs regulation and strengthening of the 
hiring regulation may lead to improvement of SWB of temporary workers in 
the European Union (Selezneva and Perugini, 2014). In the period of transition, 
when employment protection ceased, being employed meant neither to work in 
the formal sector, nor being wealthy (similar to the ‘working poor’ in developed 
countries) (Clark and Maurel, 2001; Eggers et al., 2006). Being employed did not 
even mean to receive a salary. The latter phenomenon, namely the impact of wage 
arrears on life satisfaction was studied by Clark and Maurel (2001) for Russia. 
According to the authors, ‘for someone working with wage arrears to be made 
just as satisfied with their life as someone who works without such arrears, their 
household monthly income would have to triple’ (p. 186). Moreover, the authors 
made a ranking of labour force status starting from the best, working with 
regular payment down to the worst, being long-term unemployed. Inactivity, in 
subjective well-being terms, was found to be worse than working, but better than 
working with wage arrears. The ‘puzzling effect’ of workers continuing to work 
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even in presence of wage arrears and not moving into inactivity (where the satis- 
faction would be higher) was tentatively explained by a range of benefits - like 
medical care and housing - possibly accessible by employees. However, we might 
also recall the stigma attached to unemployment status from communist times, 
as well as difficulties with re-entering the pool of employed persons after a period 
of unemployment, as well as a possible hope to receive the due wages at some 
future date. 

In the Russian case (in the 1990s), just mentioned above, inactivity was ranked 
higher in SWB sense as both working with arrears and unemployment. However, 
for a range of CEE countries, there are labour market participants to be on average 
happier than those outside the labour force (Lelkes, 2006, for Hungary; Frijters 
et al., 2004, for East Germany; Angelescu, 2008, for Poland). 

Among those working, the self-employed are, like in developed countries, more 
satisfied than employees (Sanfey and Teksoz, 2007). Data from the World Values 
Survey also shows that the self-employed exhibit a level of satisfaction at least 
as high as full-time employees, in contrast to non-transition countries (Sanfey 
and Teksoz, 2007). The latter finding is closely related to the studies concerning 
individual work values and characteristics of a job performed. Job satisfaction 
as a measure gives us information about whether one would repeat the experi- 
ence (work at the occupation) if required to choose again (Lévy-Garboua and 
Montmarquette, 2004). Job satisfaction is shown to be a good predictor of future 
quit behaviour in both transition and non-transition countries (Blanchflower and 
Freeman, 1997). The indicator can be further disaggregated into several compo- 
nents such as satisfaction with pay, satisfaction with promotion, and so on. Studies 
of job satisfaction (and its components) in transition are still scarce. 

At the edge of transition (1987-1993), the population of (ex)communist coun- 
tries clearly demonstrated — in comparison to western countries — a strong influ- 
ence of the communist legacy on their attitudes towards the working sphere, 
namely more support for state interventions, strong trade unions, greater support 
for egalitarianism (narrowing of pay differentials), as well as lower satisfaction 
with jobs (Blanchflower and Freeman, 1997). The latter might be a result of the 
devaluation of a work value through it being a right and an obligation at the same 
time, and the stigmatization of the non-working. In the literature one can find 
extensive evidence of low commitment to work in communist countries, namely 
searching for less strict working conditions, lack of enthusiasm, and perform- 
ance of informal jobs at the main place of employment (Vecernik, 2003). One 
may assume that the low commitment was accompanied by low job satisfaction. 
Over the first decade of transition, job satisfaction was found to be among the 
lowest when compared to other life domains (Clark and Maurel, 2001; Saris and 
Andreenkova, 2001; Cerami, 2010, for Russia). The average low level of satis- 
faction with jobs is not surprising in harsh conditions when survival and not 
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self-fulfilling aspects were shifted into the fore. A quick substitution of the old work 
values with the new demand for higher work quality and more intense working 
performance was accompanied by a relatively slower change in individual work 
attitudes. Reliance on the state as a main provisory of jobs persisted (Vecernik, 
2003). The recent evidence shows that doing what you like to do and autonomy 
greatly contribute to life-satisfaction of self-employed around the world; however, 
perceived as high income is the most important determinant of job satisfaction 
among self-employed in eastern Europe (Benz and Frey, 2008). 

The ‘tunnel effect’ appearance for job satisfaction — although not studied for 
transition countries - might have taken place. It is shown to appear even in a 
rather stable economic environment due to the volatility and uncertainty of indi- 
vidual financial circumstances such as temporary contracts, which are becoming 
more and more widespread even in developed countries (Clark et al., 2009 for 
Danish employees in 1994-2001, and Theodossiou and Panos, 2007, for Great 
Britain in 1991-2001). 


9 Societal and institutional characteristics 
Recently, there have been an increasing number of studies that include macro- 
level determinants into a ‘happiness equation’. Apart from traditional macroeco- 
nomic performance indicators, such as GDP and the unemployment rate, societal 
and institutional characteristics now gain closer attention. A body of research 
shows that individuals are well aware of an important role the quality of soci- 
etal environment - political, cultural, and economic circumstances — plays by 
giving more or less opportunities for individual self-realization (Abbott et al., 
2011). The increase of SWB followed greater political and economic freedom, 
and modernization of people’s beliefs and motivations (Sanfey and Teksoz, 2007; 
Inglehart et al., 2013). ‘Within individual countries, perceptions of society influ- 
ence life satisfaction outcomes irrespective of access to resources’ (BOhnke, 2008, 
p. 189). Bohnke also concludes that ‘perceptions of societies [and especially of 
the economic performance, the social security level, and the political culture in a 
country] are highly decisive in countries that provide only a minimum of social 
security and in which the reliability of political institutions is poor’ (p. 189). 
Social capital can be understood as ‘networks together with shared norms, 
values and understandings that facilitate co-operation within or among groups’ 
and is proven to contribute positively to SWB in developed countries (OECD, 
2001, p. 39). The collapse of the communist states brought about deterioration of 
social capital, and an outburst of ‘negative social capital’, in the societies. Among 
the signs of such deterioration there are ‘low consensus on norms, high values-un- 
certainty, strong feeling of injustice, ... eruptions of ethnic intolerance’ (Bartolini 
et al., 2015, p. 3). In such conditions it is unlikely that only the growth of GDP 
would be able to improve individual (and total population) SWB. In fact, Bartolini 
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et al. found that in transition countries GDP is the only significant correlate of 
SWB in the short run (2 years), while when predicting SWB in the medium term 
(4-6 years) social capital (social trust used as a proxy) plays a role comparable to 
that of GDP. Higher levels of social capital in a society do help to cope with crises 
and transition in a more effective and happy manner (Helliwell et al., 2014). 

Improvement of societal circumstances such as lowered level of corruption, 
economic conditions controlled for, does translate into an increase in happi- 
ness, the impact becoming stronger over the time passed from the transition 
start (Rodriguez-Pose and Maslauskaite, 2012). The same is true for a local level 
of criminality (Litchfield et al., 2012). Interestingly, individual participation in 
politics or special interest groups, access to informal information channels, and 
system of norms and sanctions, affect the reported happiness in the eastern and 
southern, but not in western and northern, European countries (Rodriguez-Pose 
and von Berlepsch, 2014). The development of democracy in transition countries 
has an ambiguous impact on SWB. While in 1987 the SWB index showed a 0.74 
correlation with democracy, the correlation fell to 0.4 by 1993 (Inglehart et al., 
2013). By 2001, only about 20 per cent of the population of transition countries 
were satisfied with the way democracy was developing in their country (Sapsford 
and Abbott, 2006). Among the countries least satisfied with the progress of 
democracy one may cite Georgia, Moldova, and Ukraine; among the most satis- 
fied there are Belarus, Kazakhstan, Kyrgyzstan, and Russia. 

Abbott et al. (2011) came to the conclusion that a high level of satisfaction 
is possible only in a society with a high level of tolerance towards life-styles. 
Intolerance ‘restrict(s) people’s life choices, reducing subjective well-being’ 
(Inglehart et al., 2013, p. 10). It is not just that being tolerant oneself makes one 
happy - living in a tolerant environment is beneficial for everyone in terms of 
happiness. Another powerful resource helping to improve life-satisfaction during 
transition (and in the post-crisis period) is such component of social capital as 
trust both interpersonal and institutional (Helliwell et al., 2014). The former is 
shown to have increased and the latter to have decreased after the crisis of 2007- 
2008. However, the magnitude of the effect of institutional trust on SWB stayed 
significant (Habibov and Afandi, 2015). Similarly, national pride and religion 
bring about higher SWB levels. 

While under communist rule religion was to different degrees suppressed in the 
relevant countries, ‘communist ideology may once have played a role comparable 
to that of religion’ (Inglehart et al., 2013, p. 7). Over transition, this sphere under- 
went a significant transformation. While the system of beliefs that was giving a 
meaning to lives of people under communism got destroyed, religion filled the 
gap allowing unhappy people (in transition) to find, in part, a sense of life. In fact, 
while most western European counties show a decline of emphasis on religion, 
it has been growing in ex-communist countries (especially in Bulgaria, Russia, 
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China, Belarus, Serbia, and Romania). While the impact of religion and religi- 
osity is studied extensively for developed countries, relevant studies for transition 
countries are still scarce. Inglehart et al. (2013) state that religious people tend to 
be happier (and more satisfied with their lives) than those who are not, refering to 
high-income developed countries and low and middle-income countries of Latin 
America. Contemporaneously, the authors find only weak or negative correlations 
between religiosity and SWB for the cluster of ex-communist countries. One of 
the most famous, however, is a study by Lelkes (2006, p. 173) who concluded that 
over the first decade of transition (1992, 1998) in Hungary ‘religious involvement 
contribute positively to individual’s self-reported well-being’. A degree of religi- 
osity, according to her results, was able to modify an impact of income on subjec- 
tive well-being, with money being a less important source of happiness for the 
religious. Similarly, religious behaviour is associated with improved well-being 
after transition and tolerance to transition - regardless a change in financial 
conditions over the period - in Hungary, Bulgaria, the Czech Republic, Poland, 
and Slovakia (Florea and Caudill, 2013). Popova (2014) showed, on a sample of 29 
transition countries, that religiousness helps to mitigate possible negative effects of 
reforms on SWB, as well as improve perception of the economic situation. 

The impact of natural conditions and ecology on individual life satisfaction has 
also been studied recently, especially in the context of natural catastrophes and 
high levels of pollution in some of transition countries. As an example, one of 
the environmental studies for China can be cited that found that populations of 
cities with higher levels of atmospheric pollution and traffic congestion report 
lower individual wellbeing. An impact of ‘a one standard deviation increase 
in suspended particles or sulphur dioxide emissions is roughly equivalent to a 
12-13% reduction in average monthly income in the six cities’ (Smyth, et al., 2011). 
As for the impact of an ecological catastrophe on SWB, a negative long term effect 
of the Chernobyl disaster on individual life satisfaction was established in two 
Ukrainian datasets (Danzer and Weisshaar, 2009). The authors, however, found 
heterogeneity of the impact across different groups of population, namely the 
impact is stronger for men than for women, and for relatives of those affected 
than for the affected themselves. A puzzling phenomenon of higher than average 
levels of reported well-being for those affected is established. 


10 Summary and conclusion 

This article attempts to give a comprehensive overview of the studies addressing 
subjective well-being in the countries with transition experience. Review of the 
socio-economic determinants of well-being in transition covers the role of income, 
absolute and relative, labour market participation, and employment status, as well 
as societal and institutional characteristics that have been discussed in recent 
literature. 


560 Ekaterina Selezneva 


References 

Abbott, P., C. Wallace, and R. Sapsford (2011). ‘Surviving the transformation: social quality 
in Central Asia and the Caucuses’. Journal of Happiness Studies, 12, 199-223. 

Angelescu, L. (2008). “The effects of transition on life satisfaction in Poland’. Working Paper, 
G08 (Irvine, CA: Center for the Study of Democracy). 

Bartolini, S., M. Mikucka, F. and Sarracino (2015). ‘Money, trust, and happiness in 
Transition countries: evidence from time series’. Social Indicators Research, 
forthcoming. 

Becchetti, L. (2010). “Ihe money—happiness relationship in transition: Evidence from 
Albania’. Transition Studies, 17(1), 39-62. 

Benz, M. and B.S. Frey (2008). “The value of doing what you like: Evidence from the self- 
employed in 23 countries’. Journal of Economic Behavior and Organization, 68(3), 
445-455. 

Binswanger, M. (2006). ‘Why does income growth fail to make us happier? Searching for the 
treadmills behind the paradox of happiness’. Journal of Socio-Economics, 35, 366-381. 

Blanchflower, D.G. (2001). ‘Unemployment, well-being, and wage curves in Eastern and 
Central Europe’. Journal of the Japanese and International Economies, 15(4), 364-402. 

Blanchflower, D.G. and A.J. Oswald (2008). ‘Is well-being U-shaped over the life cycle?’ Social 
science and medicine, 66(8), 1733-1749. 

Blanchflower, D.G. and R. Freeman (1997). “The attitudinal legacy of communist labor 
relations’. Industrial Labor Relations Review, 50, 438-459. 

Bohnke, P. (2008). ‘Does society matter? Life satisfaction in an enlarged Europe’. Social 
Indicators Research, 87, 189-210. 

Boyce, C., G. Brown, and S. Moore (2010). ‘Money and happiness: rank of income, not 
income, affects life satisfaction’. Psychological Science, 21(4), 471-476. 

Brainerd, E. (1998). “Winners and losers in Russia’s economic transition’. American Economic 
Review, 88(5), 1094-1116. 

Brockmann, H., J. Delhey, C. Welzel, and H. Yuan (2009). “The China puzzle: Falling 
happiness in a rising economy’. Journal of Happiness Studies, 10(4), 387-405. 

Caporale, G.M., Y. Georgellis, N. Tsitsianis, and Y.P. Yin (2009). ‘Income and happiness 
across Europe: Do reference values matter?’ Journal of Economic Psychology, 30(1), 42-51. 

Cerami, A. (2010). “Happiness and socio-economic transformations in the Russian 
Federation’ in B. Greve (ed) Social Policy and Happiness in Europe (Cheltenham: Edward 
Elgar), 101-119. 

Chzhen, Y. (2014). ‘Subjective impact of the economic crisis on households with children in 
17 European countries’. Innocenti Working Papers, WP/725 (Florence, Italy: UNICEF 
Innocenti Research Centre). 

Clark, A.E. (1997). ‘Job satisfaction and gender: why are women so happy at work?’ Labour 
Economics, 4(4), 341-372. 

Clark, A. and M. Maurel (2001). “Well-being and wage arrears in Russian Panel Data’. 
IKonomureckuu wxypHan BID, 2, 179-193. 

Clark, A.E., and C. Senik (2010). “Who compares to whom? The anatomy of income 
comparisons in Europe’. The Economic Journal, 120(544), 573-594. 

Clark, A.E., P. Frijters, and M.A. Shields (2008). ‘Relative Income, Happiness, and Utility: An 
Explanation for the Easterlin Paradox and Other Puzzles’. Journal of Economic Literature, 
46(1), 95-144. 

Clark, A., N. Kristensen, and N. Westergard-Nielsen (2009). Job satisfaction and co-worker 
wages: status or signal?’ The Economic Journal, 119, 430-447. 


Happiness in Transition 561 


Danzer, A., B. Dietz, K. Gatskova, and A. Schmillen (2014). ‘Showing off to the new 
neighbors? Income, socioeconomic status and consumption patterns of internal 
migrants’. Journal of Comparative Economics, 42(1), 230-245. 

Danzer, A., and Weisshaar, N. (2009). “The Long Run Consequences of the Chernobyl 
Catastrophe on Subjective Well-being and its Set-point. Evidence from Two Ukrainian 
Data Sets’. Working Paper, WPEG Conference, 13-15 July (Sheffield, UK: Work, Pensions 
and Labour Economics Study Group). 

Diener, E. (1984). ‘Subjective well-being’. Psychological Bulletin, 95, 542-575. 

Diener, E., E.M. Suh, R.E. Lucas, and H.L. Smith (1999). ‘Subjective well-being: Three 
decades of progress’. Psychological Review, 125, 276-302. 

Di Tella, R., J. Haisken-DeNew, and R. MacCulloch (2010). “Happiness adaptation to income 
and to status in an individual panel’. Journal of Economic Behavior and Organization, 76, 
834-852. 

Duesenberry, J.S. (1949). Income, saving, and the theory of consumer behavior (Cambridge, 
MA: Harvard University Press). 

Dumludag, D. (2014). ‘Satisfaction and comparison income in transition and developed 
economies. International Review of Economics, 61, 127-152. 

Easterlin, R.A. (1974). ‘Does economic growth improve the human lot? Some empirical 
evidence’ in P.A. David and M.W. Reder (eds) Nations and households in economic 
growth: essays in honor of Moses Abramovitz (New York: Academic Press), 89-125. 

Easterlin, R.A. (1995). “Will raising the incomes of all increase the happiness of all?’ Journal 
of Economic Behaviour and Organization, 27, 35-47. 

Easterlin, R.A. (2009). ‘Lost in transition: Life satisfaction on the road to capitalism’. Journal 
of Economic Behavior and Organization, 71(2), 130-145. 

Eggers, A., C. Gaddy, and C. Graham (2006). “Well-being and unemployment in Russia in 
the 1990s: Can society’s suffering be individuals’ solace?’ Journal of Socio-Economics, 35, 
209-242. 

Ferrer-i-Carbonell, A. (2005). ‘Income and well-being: an empirical analysis of the 
comparison income effect’. Journal of Public Economics, 89(5), 997-1019. 

Festinger, L. (1954). ‘A theory of social comparison processes’. Human Relations, 7(2), 
117-140. 

Florea, A. and S. Caudill (2013). ‘Happiness, religion and economic transition’. Economics of 
Transition, 22(1), 1-12. 

Frey, B.S., and A. Stutzer (2002). “What can economists learn from happiness research?’ 
Journal of Economic Literature, 40, 402-435. 

Frijters, P., M.A. Shields, and J.P. Haisken-DeNew (2004). ‘Money does matter! Evidence 
from increasing real incomes in East Germany following reunification’. American 
Economic Review, 94(3), 730-740. 

Frijters, P., I. Geishecker, J.P. Haisken-DeNew, and M.A. Shields (2006). ‘Can the Large 
Swings in Russian Life Satisfaction be Explained by Ups and Downs in Real Incomes?’ 
The Scandinavian Journal of Economics, 108(3), 433-458. 

Graham, C. and S. Pettinato (2002). ‘Frustrated achievers: Winners, losers and subjective 
well-being in new market economies’. Journal of Development Studies, 38(4), 100-140. 

Graham, C., A. Eggers, and S. Sukhtankar (2004). ‘Does happiness pay? An exploration 
based on panel data from Russia’. Journal of Economic Behavior and Organization, 55, 
319-342. 

Griin, C. and S. Klasen (2012). “Has transition improved well-being?‘ Economic Systems, 
36(1), 11-30. 


562 Ekaterina Selezneva 


Guriev, S. and E. Zhuravskaya (2009). ‘((Un)happiness in transition’. Journal of Economic 
Perspectives, 23, 143-168. 

Habiboy, N. and E. Afandi (2015). ‘Pre-and Post-crisis Life-Satisfaction and Social Trust in 
Transitional Countries: An Initial Assessment’. Social Indicators Research, 121, 503-524. 

Hayo, B. (2007). ‘Happiness in transition: an empirical study on Eastern Europe’. Economic 
Systems, 31, 204-221. 

Hayo, B. and W. Seifert (2003). “Subjective economic well-being in Eastern Europe’. Journal 
of Economic Psychology, 24, 204-221. 

Headey, B., R. Muffels, and M. Wooden (2008). ‘Money does not buy happiness: Or does it? A 
reassessment based on the combined effects of wealth, income and consumption’ Social 
Indicators Research, 87(1), 65-82. 

Helliwell, J.F., H. Huang, and S. Wang (2014). ‘Social capital and well-being in times of crisis’. 
Journal of Happiness Studies, 15(1), 145-162. 

Hirschman, A. and M. Rothschild (1973). “The changing tolerance for income inequality in 
the course of economic development’. Quarterly Journal of Economics, 87(4), 544-566. 
Inglehart, R., R. Foa, E. Ponarin, and C. Welzel (2013). ‘Understanding the Russian malaise: 

the collapse and recovery of subjective well-being in post-communist Russia’. HSE 
Working Papers, WP BRP 32/SOC/2013 (Moscow: National Research University Higher 
School of Economics). 

Kahneman, D. and A.B. Krueger (2006). ‘Developments in the measurement of subjective 
well-being’. The Journal of Economic Perspectives, 20(1), 3-24. 

Kahnemann, D., P. Wakker, and R. Sarin (1997). ‘Back to Bentham? Explorations of 
experienced utility’. Quarterly Journal of Economics, 112(2), 375-405. 

Kahneman, D., E. Diener, and N. Schwarz (eds) (1999). Well-being: Foundations of hedonic 
psychology (New York: Russell Sage Foundation). 

Kalbarczyk, M. (2006). ‘Income and satisfaction: Panel data analysis for Poland and 
England’. Discussion Paper (Warsaw, Poland: Warsaw University, Faculty of Economic 
Science). 

Kalyuzhnova, Y. and U. Kambhampati (2008). “The determinants of individual happiness in 
Kazakhstan’, Economic Systems, 32, 285-299. 

Kapteyn, A., B. Van Praag, and F.G. Van Herwaarden (1978). ‘Individual welfare functions 
and social reference spaces’. Economics Letters, 1(2), 173-177. 

Knight, J., L. Song, and R. Gunatilaka (2009). “Subjective well-being and its determinants in 
rural China’. China Economic Review, 20(4), 635-649. 

Konow, J. and J. Earley (2008). “The Hedonistic Paradox: Is homo economicus happier?’ 
Journal of Public Economics, 92(1), 1-33. 

Layard, R. (2005). Happiness: lessons form a New Science (London: Allen Lane). 

Lelkes, O. (2006). “Tasting freedom: Happiness, religion and economic transition’. Journal of 
Economic Behavior and Organization, 59, 173-194. 

Lévy-Garboua, L. and C. Montmarquette (2004). ‘Reported job satisfaction: what does it 
mean?’ The Journal of Socio-Economics, 33(2), 135-151. 

Litchfield, J., B. Reilly, and M. Veneziani (2012). ‘An analysis of life satisfaction in Albania: 
An heteroscedastic ordered probit model approach‘ Journal of Economic Behavior and 
Organization, 81(3), 731-741. 

Luttmer, E. (2005). ‘Neighbours as Negatives: Relative Earnings and Well-Being’. Quarterly 
Journal of Economics, 120, 963-1002. 

Malesevic Perovic, L. (2008). ‘Subjective Economic Well-being in Transition countries: 
Investigating the Relative Importance of Macroeconomic Variables’. Financial Theory and 
Practice, 32(4), 519-537. 


Happiness in Transition 563 


Mitrut, A. and F.C. Wolff (2011). ‘Do private and public transfers received affect life 
satisfaction? Evidence from Romania’. Journal of Economic Psychology, 32(6), 969-979. 

Molnar, G. and Z. Kapitany (2006). “Mobility, uncertainty and subjective well-being in 
Hungary’. IEHAS Discussion Paper, DP/0605 (Budapest: Hungarian Academy of 
Sciences). 

Namazie, C. and P. Sanfey (2001). ‘Happiness and transition: The case of Kyrgyzstan’. Review 
of Development Economics, 5, 392-405. 

Ng, Y.K. (1997). ‘A case for happiness, cardinalism, and interpersonal comparability’. 
Economic Journal, 107, 1848-1858. 

OECD (2001). The well-being of nations: The role of human and social capital (Paris: OECD 
Centre for Educational Research and Innovation). 

Peiro, A. (2006). “Happiness, satisfaction and socio-economic conditions: Some international 
evidence’. The Journal of Socio-Economics, 35(2), 348-365. 

Popova, O. (2014). ‘Can religion insure against aggregate shocks to happiness? The case of 
transition countries’. Journal of Comparative Economics, 42(3), 804-818. 

Pew Global Attitudes Project (2009). “Two Decades After the Wall’s Fall, End of Communism 
Cheered but Now With More Reservations’ (Washington, DC: Pew Research Center), date 
accessed 11 September 2015, http://pewglobal.org/files/pdf/267.pdf 

Ratzel, S. (2012). ‘Labour Supply, Life Satisfaction, and the (Dis) Utility of Work’. The 
Scandinavian Journal of Economics, 114(4), 1160-1181. 

Ravallion, M. and M. Lokshin (2001). ‘Identifying welfare effects from subjective questions’. 
Economics, 68, 337-357. 

Richardson, D., P. Hoelscher, and H. Bradshaw (2008). ‘Child well-being in Central and 
Eastern European Countries (CEE) and the Commonwealth of Independent States (CIS)’. 
Child Indicators Research, 1, 211-250. 

Rodriguez-Pose, A. and K. Maslauskaite (2012). ‘Can policy make us happier? Individual 
characteristics, socio-economic factors and life satisfaction in Central and Eastern 
Europe’. Cambridge Journal of Regions, Economy and Society, 5(1), 77-96. 

Rodriguez-Pose, A. and V. von Berlepsch (2014). ‘Social capital and individual happiness in 
Europe’. Journal of Happiness Studies, 15(2), 357-386. 

Rovelli, R. and A. Zaiceva (2013). ‘Did support for economic and political reforms increase 
during the post-communist transition, and if so, why?’ Economics of Transition, 21(2), 
193-240. 

Ryan, R.M. and E.L. Deci (2001). ‘On happiness and human potentials: A review of 
research on hedonic and eudaimonic well-being’. Annual Review of Psychology, 52(1), 
141-166. 

Samuelson, P.A. (1938). ‘A note on the pure theory of consumer’s behavior’. Economica, 5, 
61-71. 

Sanfey, P. and U. Teksoz (2007). ‘Does transition make you happy?’ Economics of Transition, 
15, 707-731. 

Sapsford, R. and P. Abbott (2006). “Trust, confidence and social environment in post- 
communist societies’. Communist and Post-Communist Studies, 39(1), 59-71. 

Saris, W.E. (2001). “What influences subjective well-being in Russia?’ Journal of Happiness 
Studies, 2, 137-146. 

Saris, W.E., and A. Andreenkova (2001). ‘Following changes in living conditions and 
happiness in post communist Russia: The Russet panel’. Journal of Happiness Studies, 
2(2), 95-109. 

Schyns, P. (2000). “The relationship between income, changes in income and life-satisfaction 
in West Germany and the Russian Federation: relative, absolute, or a combination of 


564 Ekaterina Selezneva 


both?’ in E. Diener and D. R. Rahtz (eds) Advances in Quality of Life Theory and Research 
(The Netherlands: Springer), 83-109. 

Scitovsky, T. (1976). The joyless economy: An inquiry into human satisfaction and consumer 
dissatisfaction (Oxford: Oxford University Press). 

Selezneva, E. (2011). ‘Surveying transitional experience and subjective well-being: income, 
work, family’. Economic Systems, 35(2), 139-157. 

Selezneva, E. and C. Perugini (2014). “Temporary job position and life satisfaction under 
different institutional context. Analysis for western and eastern Europe’. Paper presented 
at the 3rd Biannual Assisi workshop on Economics and Institutions ‘Inequality, 
technology and institutions in Europe’, Assisi, Italy, 20-21 February 2014. 

Sen, A. (2009). The idea of justice. (Cambridge, MA: The Belknap Press of Harvard University 
Press). 

Senik, C. (2004). “When information dominates comparison: Learning from Russian 
subjective panel data’. Journal of Public Economics, 88(9), 2099-2123. 

Senik, C. (2008). ‘Ambition and jealousy: Income interactions in the “Old” Europe versus the 
“New” Europe and the United States’. Economica, 75(299), 495-513. 

Smyth, R. et al. (2011). ‘A study of the impact of environmental surroundings on personal 
well-being in urban China using multi-item well-being indicator’. Population and 
Environment, 32(4), 353-375. 

Sousa-Poza, A. and A.A. Sousa-Poza (2000). “Well-being at work: a cross-national analysis 
of the levels and determinants of job satisfaction’. The Journal of Socio-Economics, 29(6), 
517-538. 

Sousa-Poza, A. and A.A. Sousa-Poza (2003). ‘Gender differences in job satisfaction in Great 
Britain, 1991-2000: permanent or transitory?’ Applied Economics Letters, 10(11), 691-694. 

Stevenson, B. and J. Wolfers (2006). ‘Economic growth and subjective well-being: reassessing 
the Easterlin Paradox’. NBER Working Paper WP/14282 (Cambridge, MA: National 
Bureau of Economic Research). 

Tatarkiewicz, W. (1976). Analysis of happiness (The Hague, Netherlands: Martinus Nijhoff). 

Theodossiou, I. and G.A. Panos (2007). “Earnings aspirations and job satisfaction: the 
affective and cognitive impact of earnings comparisons’. University of Aberdeen Business 
School Working Paper, WP/2007-01 (Aberdeen, UK: Centre for European Labour Market 
Research). 

Van Landeghem, B., J. Swinnen, and L. Vranken (2013). ‘Land and Happiness’. Eastern 
European Economics, 51(1), 61-85. 

Van Praag, B. (2011). ‘Well-being inequality and reference groups: an agenda for new 
research’. The Journal of Economic Inequality, 9(1), 111-127. 

Veblen, T. (1899). The theory of leisure class. (New York: Modern Library). 

Vecernik, J. (2003). ‘Skating on thin ice: a comparison of work values and job satisfaction in 
CEE and EU countries’. International Journal of Comparative Sociology, 44(5), 444-471. 

Veenhoven, R. (2001). ‘Are the Russians as unhappy as they say they are?’ Journal of 
Happiness Studies, 2(2), 111-136. 

Wilson, W.R. (1967). ‘Correlates of avowed happiness’. Psychological Bulletin, 67(4), 294. 


Name Index 


Aaltio, I., 341 

Abbott, P., 548, 557-8 

Abebe, A., 46 

Abernathy, W.J., 197 

Abramovitz, M., 18, 226, 366, 440 

Abrams, R., 28, 30-1, 33-8 

Acemoglu, D., 172-5, 466-7 

Acha, V., 381 

Acharya, S., 393-409 

Acosta, A., 116 

Adam, C., 68 

Addison, T., 234 

Afandi, N., 588 

Agell, J., 80 

Agénor, P.-R., 29, 31-2, 79 

Aghion, P., 120, 219, 225, 227, 448, 467, 535 

Agle, B.R., 463, 480 

Ahl, 338 

Ahlborn, M., 470 

Aidis, R., 346, 540 

Akehurst, G., 339 

Akyiiz, Y., 119, 302 

Alchian, A., 172, 195-6, 510 

Aldrich, H., 336 

Alesina, A., 9, 12, 21, 225, 227, 296, 302, 471, 
537-8 

Alexander, G.J., 481 

Alexeev, M., 463 

Alexius, A., 74 

Alfonso, A., 306, 308 

Algan, Y.527, 532 

Allen, C., 510 

Allen, F., 106, 193 

Allen, I.E., 192, 340, 342 

Allen, R.C., 361 

Allen, W.T., 198 

Alon, A., 306 

Alt, J.E., 296 

Alvarado, C.D., 302 

Amable, B., 138, 140, 470 

Amin, A., 137 

Amsden, A.H., 367 

Anderson, B.A., 500 

Anderson, J.N., 498 


Anderson, T., 173 
Andreano, M.S., 441 


Andreenkova, A., 550-1, 556 


Andreff, W., 283, 447 
Andres, J.R., 438 
Andrews, G., 340 
Angeles, L., 177 
Angelescu, L., 550, 556 
Antonelli, C., 361 
Aoki, M., 154 
Apampa, S., 191 
Apolte, T., 495 

Appel, H., 495 
Aragon-Correa, A., 348 
Araujo, L., 366 
Archibald, J., 103 
Arighetti, 27, 521 
Ariovich, L., 173 


Aristei, D., 458, 460, 465, 471 


Aristovnik, A., 307 
Arnold, J., 438 
Arnone, M.6, 18 
Arrow, K., 227, 522 
Arviu, Z., 98 
Aschauer, D.A., 216, 300 
Aslund, A., 263 
Astley, W.G., 202 
Ateriodo, R., 215 
Atkinson, A., 403, 466 
Atun, R.A., 501 
Auboin, M., 68 
Auersbach, D.V., 300 
Aumayr, C.M., 438 
Aupperle, K.E., 481 
Autor, D., 467 
Axelrod, R., 529-30 
Ayatakashe, 331-2 
Azmat, G., 466 
Azzoni, C., 444 


Babaeva, L.V., 343 
Bachetta, M., 398 
Bachtler, J., 446 
Backé, P., 108 


566 Name Index 


Backhaus, J.G., 498 Ber¢i¢, B., 307 

Bade, R., 12, 19 Berdiev, A.N., 82 

Badescu, 535 Berend, I., 281 

Bai, C.E., 515 Berg, A., 489, 492-3, 495 

Balassa, B., 78, 102-3 Berg, E., 489, 492-3, 495 

Balasz, S.-I., 235 Berg, J., 468-9 

Balcerowicsz, L., 159, 176, 178, 291, 316, 326 Berg, N.G., 337 

Baldez, L., 340 Bergren,N., 177-8, 185 

Balzat, M., 363 Bergson, H., 204 

Bamani-Oskooee, M., 72 Berle, A.A., 194 

Banfield, E.C., 537 Berman, J., 403 

Barker, E., 192-3 Bernard, P., 470 

Barnett, S., 307 Bernholz, P. 

Baron, R.A., 343 Bertarelli, S., 438 

Barreto, H., 331 Besley, T., 179 

Barro, R.J., 6, 68, 177, 224, 235, 300-1, 401, Beugelsdijk, B.S., 531 
404, 441, 531 Bevan, A., 286 

Bartkowska, M., 438, 444 Beyer, J., 421 

Bartolini, S., 552 Bhagwati, J., 379-80 

Basargekkar, P., 340 Bhalla, S., 404 

Basile, R. Bhandari, R., 429 

Bassanini, A., 466 Bhattacharya, R. 

Batista, C., 380 Bihari, P., 157 

Batra. R., 379 Bils, M., 235 

Baughn, C.C., 342 Binswanger, M., 548 

Baumgartner, F.R., 154 Birdsall, N., 118, 120-1 

Baumol, W,J., 332, 345 Bjerke, B., 338 

Baxter,M., 74 Bjornskov, C., 177-8, 532 

Bayer, H., 404 Blackburn, R.A., 348 

Bayoumi, T. Blagov, Y.E., 482 

Beatrice, P., 283, 286-7 Blair, M.M., 191, 195-6, 198, 514 

Beblavy, M., 212 Blanchard, O.]J., 298, 307, 444, 448, 492, 536 

Becchetti, L., 554 Blanchflower, D.G., 549-50, 454-6 

Beck, S., 99 Blasi, J.M., 508, 515-6 

Beck, T., 215, 219 Blaszkiewicz, M., 103 

Becker, G., 376 Blauberger, M. 

Begg, D., 315-7, 319, 322 Bleaney, M., 20 

Beine, M., 380 Bloom, D.E., 19, 235 

Bejakovic, P., 305 Bloom, N. R., 532 

Beksiak, J. Bluhm, K., 366 

Bellak, C., 421 Bobak, M., 501 

Benabou, R., 225 Boccanfuso, D., 408 

Bencivenga, V.R. Bodys, R., 103 

Ben-David, D. Boeri, T., 468-9 

Benett, J., 496 Boettke, PJ., 154 

Benhabib, J. Boex, J., 304 

Bennett, D., 331 Bofinger, P., 103 

Bental, B. Boggio, L., 283 


Benz, M., 557 Bogoev, J., 5-24 


Name Index 


567 


Bohle, D., 135, 140, 144, 149, 471 
Bohnke, P., 548 
Bolatoglu, N., 307 
Boldrin, M., 442,444 
Bolton, P., 219, 503 
Bonin, J.P., 94, 324 
Bordo, M.D., 61, 120 
Borensztein, E. 
Borio, C., 45 

Borjas, G., 378, 382, 385 
Bornhorst, F., 448 
Borzaga, C., 332 
Bosma, N., 341 
Boswell, J., 198 
Bosworth, B., 231 
Bowen, H., 479 
Boyce, C., 554 
Boycko, M., 492, 495 
Brada, J.C., 414, 495 
Bradach, J.L., 529 
Bradley, K., 446, 515 
Brainerd, E., 549 
Bratsberg, B., 378 
Brearley, R.A., 44 
Brender, A., 305 
Bridge, S., 338 
Brockmann, H., 552 
Broz, J.L., 174 
Brick, T., 463 
Bricker, H., 378 
Brtha, J., 449 
Brumm, H.J., 20 
Bruno, M., 37, 405, 448, 468 
Brus, W., 93 

Brush, C.G., 338-9 
Bryson, P.J., 305 
Buchanan, J.M. 
Buchen, C., 139 
Buchko, A.A., 515 
Buiter, W., 114, 446 
Bulif, A., 440 
Bunker, C.S., 335 
Burawoy, M., 491 
Burns, P., 348 
Bzoza-Brzezina, M., 104, 108 


Coughlin, C., 340 
Cahuc, P., 527, 532 
Cai, H., 341 


Calderon, C., 216 
Calvert, R., 366 

Calvo, G., 73, 75, 85-6 
Camagni, R., 444 
Camen, U., 104 
Campbell, A., 198-9 
Campbell, J., 366 
Campillo, M., 20 
Campos, N.F., 178, 416, 448 
Cannon, T., 339 

Canova, F., 442, 444 
Cantillon, R., 334 
Cantner, U., 362, 364 
Cao, L., 174 

Caporale, T., 554 
Cappellin, R., 444 

Capra, M., 528 

Carland, J., 335 

Carlin, W., 324, 366, 535-6 
Carlsson, B., 362-3 
Carlucci, F., 271 
Carmingnani, F.E., 82 
Caroleo, F.E., 446 
Carroll, A.B., 198, 481, 483 
Carruthers, B.G., 173 
Carstensen K., 413 
Carter, P., 204-6 

Carter, S., 339 

Casanegra de Janscher, M., 304 
Casson, M., 345-6, 351-2 
Castanheira, M., 448 
Castiglione, C., 413 
Castles, S., 373 

Cau, B., 64 

Caudill, S., 559 

Cavone, F., 271 

Cechetti, S.G., 20 
Cerami, A., 550, 552, 556 
Chabchitrchaidol, A., 122 
Chalk, N., 298 

Chandler, A., 360 
Chandralekha, K., 340 
Chang, R., 7, 112 

Chang, S., 515 

Chang, Y., 112 
Charkham, J., 197 
Chavance, B., 533 

Chell, E., 338 

Chen, L.C., 500 


568 Name Index 


Chia, R., 204 


Chiappero-Martinetti, E., 13, 223-40 


Chidlow, A., 419 

Chien, I.S., 438 

Chiles, T.H., 529 

Chilosi, A., 351 

Chitiga, M., 407 
Chowdhury, M., 441 
Chrikova, A.E., 342 

Chzen, Y., 550 

Clague, C., 95, 174-5, 180 
Clarida, R., 74 

Clark, A., 550, 552-3, 555-7 
Clark, J., 478 

Clark, W.A., 171 

Clark, X., 378 

Clément, J.A.P., 400 

Cline, W., 315-7 

Coase, R., 160, 171, 318, 529 
Coates, D., 138 

Cobham, D., 68 

Cochran, P., 481 

Coffee, J.C., 497 

Cohen, B.J., 112 

Cohen, W.M., 367 

Coker, R., 373 

Collins, $.M., 231 

Collyns, C., 47 

Comie, S., 339 
Commander, S., 448, 463, 467 
Compton, R.A., 180 
Conlon, D.E., 192, 198, 200, 202 
Conte, M.A., 514 

Cook, L., 143 

Cooke, F.L., 341 

Cooper, A., 350 

Corden, M., 379 

Coricelli, F., 96, 448 
Cornia, G.A., 501 

Cornia, G.C., 305 
Cororaton, B., 407 
Cortés-Douglas, 28, 30-1, 34-8 
Costello, N., 524 

Cotarelli, C., 20, 37 

Cowell, F.A., 471 

Cox, J.C., 528 

Cramton, P., 516 

Cremona, M., 260 
Crespo-Cuaresma, J., 445 


Crivelli, E., 306-7 

Crowe, C., 20 
Cruz-Rodriguez, A., 61 
Cuadrado-Roura, J.R. 
Cuervo-Cazurra, A., 415, 444 
Cukierman, A., 7, 12-4, 16-21 
Cunado, J., 443 

Curran, J., 348 

Cusack, T.R., 296 

Czaplicki, M., 103 

Czasonis, M., 438, 446 


D’Hernoncourt, J., 536 
Dabbrowski, M., 100-1 
Dabla-Norris, E., 303 
Daems, H., 366 

Dahl, R.A., 198 
Dallago, B., 346 
Damijan, J.P., 429 
Danzer, A., 553, 559 
Darby, M., 383 
Darden, K., 306 
Dasgupta, P., 522-3, 525, 539 
Daudey, E., 466 

David, P.A., 366 
Davidson, M.J., 338 
Davies, J.B., 289, 459 
Davis, A., 51, 54, 212 
Davis, B., 289 

Davis, K., 479, 482 

de Nijs, W., 508-9 

de Beus, J., 445 

De Filippis, F., 273 

De Grauwe, P., 31, 43, 67, 78, 103, 114, 446 
De Gregorio, J., 19 

De Haan, J., 14, 17, 20 
De Jong, N., 404 

De La Fuente, A., 438 
De Lombaerde, P., 124 
De Mello, L., 303, 305 
De Melo, M., 238, 438 
De Meza, D., 48 

De Rezende Rocha, R., 96 
De Soto, H., 351 

De Toqueville, A., 535 
De Vincenti, C., 264 
Deakin, S., 199 
Dearmon, J., 532 
Debelle, 11 


Name Index 


569 


Decaluwé, B., 405, 408 
Deci, E.L., 547 
Defourney, J., 332 
Deininger, K., 234, 403 
Delafar, W., 380 
Delhey, J., 526 
Demidova, O., 443 
Demirguc-Kunt, A., 215 
Demsetz, H., 172, 175-5, 510 
Deng, S., 339 

Denisova, I., 536 
Dervis, K., 441 
Destfanis, S., 20 
Dethier, J.-J., 215-6 
Devarajan, S., 400, 405 
Dewatripont, M., 492 
Di Maggio, P.I., 160 

Di Maria, C., 381 

Di Stefano, G., 361 

Di Tella, R., 548 

Di Vaio, G., 438 
Diamond, J., 304-5, 307 
Dickerson, A., 403 
Dickhaut, J., 527 
Dickinson, D.G., 42,47, 53, 403 
Dickovick, T., 303 
Diener, E., 546-7, 551 
Dimitri, G., 425 
Dimova, R., 463 

Dinda, S., 235 

Dine, J., 198 

Dixit, A.K., 529-30 
Djalilov, K., 212 - 219 
Djankoy, S., 351 
Dobson, S., 438 
Docquier, F., 380-1 
Déganlar, M., 68 
Dollar, D., 180, 217, 403-4 
Domar, E.D., 226 
Donaldson, T., 202 
Dopfer, K., 363 

Doran, K., 382 
Dornbusch, R., 36 
Doroodian, K., 68 

Dosi, G. 

Dowling, M., 156 
Doyle, P., 37 

Doytsch, N., 431 
Drahokoupil, J., 135, 140-1, 143-4 


Drazen, A., 305 

Duesenberry, J., 552-3 

Dullien, D.B., 115 

Dumludag, D., 553 

Dunning, J.H., 414, 425, 429, 431 
Durlauf, N., 531 

Dutton, J, 500-101 

Dvorsky, S., 18 

Dyllick, T., 484-5 


Earl, J., 502 

Earley, J., 546 

Easterlin, R.A., 546, 551 
Easterly, W., 306 

Eaton, K., 303 

Ebrill, L., 401 

Eccles, R.G., 529 
Eckstein, Z., 32 
Edmiston, K., 421 
Edquist, C., 362-3 
Edwards, S., 75, 82, 116, 306, 403 
Efendi¢, A., 526, 528, 534 
Efipany, P., 398 

Egan, M., 502 

Egert, B., 78 

Egger, P., 386, 468 
Eggers, A., 555 
Eggertsson, T., 153 
Eichengreen, B., 74, 115, 118 
Eicher, T.S., 445 
Eiffinger, S.C.W., 8, 12, 20-1 
Eisenhardt, K.M., 194-5 
Elam, A.B., 342 

Elgar, E., 260 

Elhorst, P., 438 
Elkington, J., 484 

Eller, M., 429 

Ellermann, D., 497, 503 
Elliott, J.E., 160 

Ellison, D. 

El-Said, M., 406 

Enflo, K., 438 

Engel, B., 69 
Engelbrecht, H.-J., 438 
Engels, F., 171 

Erden, L., 307 

Eriksson, T., 468 
Ermisch, J., 537 

Ersado, L., 465 


570 Name Index 


Esanov, A., 100 Freeman, S.F., 514 
Eschenbach, F., 431 Frey, B.S., 9, 546, 551, 557 
Esping-Andersen, G., 469-60 Friedberg, R., 385 
Esposito, P., 468 Frieden, I.A., 61 

Esteban, J., 61 Friedman, M., 10, 192-3, 483 
Estrin, S., 286, 343, 346, 425, 491, 497 Frijters, P., 550-2, 556 
Etizioni, A., 195 Fritz, B., 112, 117 
Etzkowitz, H., 363 Fry, M.J., 46-7 

Evans, D., 471 Frydman, R., 165 

Evans, P., 442 Frye, T., 351 

Ezcurra, R., 444 Fuhrer, J.C., 7-8 


Fukuyama, F., 445, 526, 530-2, 538 
Fabozzi, F.J., 54 


Fabri, N., 420 Gabrisch, H., 263 
Fagerberg, J., 360 Gacs, V., 438 

Falcetti, E., 263-4, 283 Galati, G., 76 

Fama, E., 194, 196 Gali, J., 74 

Fanelli, J.M., 123 Galiani, S., 502 

Farrant, K., 74 Galor, O., 219, 228, 440 
Fatas, A., 443 Gambetta, D., 523, 525, 537 
Fei, ,J., 378 Gamble, A., 197, 199 
Feige, E., 158 Garber, P., 70 
Feldbrugge, F.J.M., 171 Garcia-Penalosa, C., 466 
Feldmann, M., 159 Gardiner, K., 471 
Fernandez-Arias, E., 123 Gardner, T.I., 463 
Ferragina, A.M., 443 Garibaldi, P., 469 
Ferreira, F.H.G., 463 Gartner, W.B, 336 
Ferrer-i-Carbonell, A., 553 Gaston, D., 385 
Festinger, L., 552 Gatewood, E.]., 339 
Fidrmuc, J., 438, 532, 534 Gauthier-Loiselle, M., 382 
Field, G., 379 Gelsbach, S., 502 
Fielden, S.L., 338 Genberg, H., 66 

Fields, G.S., 234 Genc, D., 386 

Figlewski, S. Gerrans, P.A., 350 
Findlay, R., 379 Gerry, C.J., 464, 502 
Fischer, S., 11, 85, 158, 445 Gersbach, H., 33 
Fleming, J.M., 72 Gérxhani, K., 532, 534 
Fleur, W., 377 Gheasi, M., 387 
Fligstein, N., 201-2, 206 Ghosh, M.A., 61, 74, 80, 86, 438 
Flood, R., 70 Giammatteo, M., 464 
Florea, A., 559 Gibb, A.A., 348 

Forder, J., 14-5 Gibson, J., 380 
Foucault, M., 206 Giedeman, D.C., 180 
Frank, M.Z., 348 Giles, J.A., 78 

Frankel, J.A., 61, 64, 75, 86 Gindling, T.H., 404 
Frederick, W., 479 Giovannini, A., 30 
Freeland, M., 201-2, 206 Giudici, E., 438 
Freeman, C., 362-4 Giuilano, P., 471, 537-8 


Freeman, R.E., 199, 555-6 Glaeser, E.D., 528 


Name Index 


571 


Glinski, D., 500 
Globan, T., 69 

Glyn, A., 466 

Godoy, S., 499 

Goetz, R., 364 

Goffee, R., 339, 348 
Golovin, S., 171 
Gomulka, S., 264 
Gonchar, K., 416 
Gordon, D., 6 
Gorzelak, G. 

Gosh, A.R., 61,74, 78, 86, 438 
Gouyette, C., 438 
Govier, T., 533 

Graf, H., 362 

Grafton, R.Q., 438 
Graham, C., 552, 554 
Granovetter, N., 366 
Green, C.J., 53, 306 
Green, F., 403 

Greene, F.J., 332 
Gregory, N., 342 
Greif, A., 154, 160, 174 
Greskovits, B., 135, 140, 144 
Grier, R., 532 

Griffin, J., 192 

Grigg, D.B., 376 
Grilli,V., 12, 19 
Grimes, W.W. 
Grovier, 27 

Grubel, H., 380-2 
Griin, C., 548 
Gryzmala-Busse, A.M., 165 
Gulati, R. 530 
Gunningham, 350 
Gunther, J., 360-7 
Guriev, S., 549, 550-2 
Gustaffson, B., 463 


Habibov, N., 558 

Hafer, C., 179-81, 185 

Hagedoorn, J., 361 

Hagedorn, K., 175 

Hagemann, A.M. 

Hake, M., 104 

Hall, K., 4, 40, 198 

Hall, P. 134, 136-40, 144, 366, 470, 498 
Hamada, K., 380 

Hamm, P., 491, 500, 499 


Hancké, B., 471 

Hancké, S., 136, 366 
Handy, C., 198 

Hanke, S.H., 34 

Hann, C.M., 173 

Hansen, H., 404, 427 
Hanson, G., 399, 405 
Hanusch, H., 362-4, 366 
Harding, R., 341 

Hardy, C., 524 

Hare, P.G., 157 

Harris, J., 377, 379, 385 
Harrison, A., 403-4, 406 
Harrison, D.366, 399 
Harrod, R.F., 226 

Hart, O., 196 

Hartwell, Ch. A., 153-4, 157-8 
Hashi, I., 246, 253 
Hatfield, J.D., 481 

Hatton, T., 378 
Hausmann, R., 73, 115 
Havrilevski, T., 9 
Hayakawa, K., 68 

Hayek, F.A., 170, 175, 177, 193 
Hayes, R.H., 197 

Hayo, B., 548-9, 551, 555 
Headey, B., 547, 552 
Helliwell, J., 378, 558 
Hellman, J.S., 165, 215, 219 
Helpmann, E., 228, 286, 385 
Hemming, R., 298 
Henning, R.C., 119, 445 
Heraclitus, 203 

Hermes, N., 46-7 
Herrerias, M.J., 438 
Herriegel, G.366 

Hertel, T.M., 405, 407-8 
Hess, C.H., 172-3 

Hibbs, D., 9 

Hicksher, E., 395 

Higgins, M.J., 442 

Hillary, R., 350 

Hines, J.M., 350 

Hinkle, L.E., 400 
Hirschman, A.O., 228, 553 
Hirst, P., 198 

Hisrich, R.D., 338-9 

Hitt, M.A. 

Hockerts, K., 484-5 


572 Name Index 


Hodgson, G.M., 154 
Hoekman, B., 431 
Hogan, R., 210 
Hohfeld, W.N., 192 
Holiday, R., 348 
Hollingworth, J.R., 366 
Holmquist, C., 337-9 
Hélscher, J., 245-260, 465, 469 
Honohan, P., 47 
Hoppe, H.H., 406 
Hornaday, J.A., 335 
Hosking, G., 532-3, 539 
Hosoe, N., 406 

Howitt, P., 227 

Huang, J., 341 

Huber, P., 438 
Huggins, L.E. 
Humphrey, J., 524 
Humphreys, M., 339 
Hunt, J., 382, 385 
Hunter, L., 109 
Huntington, S.P., 276 
Hurnik, J., 440 

Husain, A.M., 66, 81 
Hussain, J., 342 
Hutchinson, W.E., 350 


Ianchovichina, E., 405 
Tanova, M., 464 

llieva, J., 19 

Imami, D., 305 

Imbs, J., 119, 122 
Inglehart, R., 548, 550, 558-9 
Iqbal, Z., 47 

Irdam, D., 488-504, 550 
Irvin, D., 286 

Islam, N., 442 

Issing, O., 12 
Ivashennko, O., 464 
Iwasaki, I., 140 
Iziumoy, A., 342 


Jackson, G.157 
Jackson, N., 205-6 
Jackson, S., 286 
Jacoby, W., 366 
Jacome, L., 14, 20 
Jaeger, A., 297 
James, H., 542 


James, W., 204 

Jansen, M., 398 

Javefors Grauers, E., 337 
Javoreik, K.B., 386 
Jawakar, L.M., 348 
Jenkins, H., 388 

Jensen, M.C., 194-5, 202, 510 
Johanson, M., 533 
Johnson, B., 363 
Johnson, J., 202 
Johnson, S., 172-5, 537 
Jones, B.D., 154 

Jones, D.C., 514 

Joshi, N.N., 154 
Jovanovic, B., 463 

Juhn, G., 82 


Kahnemann, D., 524, 547 
Kakabadse, A., 200 
Kakabadse, N., 200 
Kakwani, N., 225 
Kalbarczyk, M., 554 
Kaldor, N., 226-7 
Kaliberda, A., 161-2 
Kalleberg, A.L., 339 
Kalmi, P., 515 
Kalotay, K., 414 
Kalyuzhnova, Y., 555 
Kambhampati, U., 555 
Kaminski, G.L., 75 
Kane, E,J., 42 
Kangasniemi, M., 380 
Kapitany, Z., 550, 554 
Kapteyn, A., 346, 546 
Karabarbounis, L., 466 
Karanasos, M.G., 304 
Kardas, P., 514 
Karemera, D., 378 
Karlan, D.S., 528 
Kato, T., 510 
Kattuman, P., 463 
Katz, J.S., 361 
Kaufmann, D., 161-2, 165, 445 
Kautonen, T., 525 

Kay, J., 199 

Keasy, K., 196-7 
Keefer, P., 531 

Keen, M., 401 

Keffas, G., 481 


Name Index 


573 


Kelley, D., 338 

Kelly, G., 197, 199 
Kelsen, B., 438 
Kemp, R., 348 
Kenen, P.B., 113-4 
Kennedy, D., 174, 178 
Keren, M., 231 
Kesner-Skreb, M. 
Kessel, R.A., 196 
Kessler, M., 441 
Keynes, J.M., 79, 197, 226 
Khattry, B., 402 

Kim, L., 367 
Kimura, F., 68 

King, 379 

King, L., 15, 488-504 
King, L. P., 489, 492-3, 498, 500, 502-3 
King, M., 34 

King, R.G., 218 
Kinoshita, Y., 416 
Kirzner, I.M., 332, 351 
Klasen, S., 234, 548 
Klau, M., 103 

Klein, M.W., 83, 85 
Klein, P.A., 48 
Klenow, P. 

Kline, S., 361 

Klomp, J., 20 

Klyuev, V., 77 
Knack, S., 531 

Knell, M., 139 
Knight, J., 160, 553 
Koéenda, E., 449 
Kochin, L.A. 

Kogut, B., 497-8 
Kokoszczynski, 108 
Kolankiewicz27 
Kotodko, G., 157 
Komarek, L., 74 
Konov, J., 546 
Konrad, A., 484 
Kooi, WJ., 17, 20 


Kornai, J., 42, 93-4, 157,175, 263-4, 351, 438, 


493, 533 
Korotajev, A., 438 
Kortiloff, L.J., 300 
Kowaksi, T.E., 19 
Kowalski, P., 44, 49, 401 
Kraay, A., 180, 403-4 


Kramer, R.M., 534 
Krause, S., 20 

Kravchuk, R.S., 161 
Kremer, M., 536 

Kristi¢, G., 463 

Kroszner, R., 286 

Krotov, P., 491 

Krueger, A.B., 156, 378, 547 
Krugman, P., 70, 379, 443 
Kruse, D., 508, 514-16 
Kruse, D.L., 521 

Kruse, J., 9 

Kugler, 488-504 

Kuhn, P., 381 

Kusnetsov, A., 225, 343 
Kusnetzova, O., 343 
Kutan, A.M., 438, 443 
Kuzejev, V.S., 178 
Kuznets, S., 227 
Kydland, F., 26 


La Haye, L., 30, 32 
La Porta, R., 175 
Lainela, S., 37 
Laitin, D.D., 160 
Lall, S., 367 

Lami, E., 306 
Landes, D.S., 174 
Landstrom, H., 332 
Lane, C., 153, 530 
Lane, D., 471 
Langer, M.E., 484 
Lansbury, M., 414 
Lassen, D.D., 536 
Last, D., 304, 307 
Lasukova, A., 477-486 
Layard, R., 546 

Le Pen, Y., 438 
Ledeneva, A., 142, 533, 537 
Leydesdorff, L., 363 
Lee, D., 536 

Lee, E., 373 

Lee, N., 383 

Lee, R., 235 

Lee, Y., 502 
Leenblad, A., 30 
Lehmann, H., 367 
Lehmbruch, G., 366 
Leibrecht, M., 421 


574 Name Index 


Leicht, K.T., 339 
Lelkes, O., 548, 556, 559 
Leloup, L.T., 305 
Lemieux, T., 468 
Lenblad, A., 29, 31-2 
Leping, K. O., 463 
Lerner, J., 51 

Letza, S., 191 

Levi, M., 528, 534 
Levine, R., 218 
Levinthal, D.A., 367 
Levi-Yeati, E., 65, 74 
Levy-Garboua, L., 556 
Lewandowski, J., 491 
Lewis, A., 228, 306-7, 378 
Leydesdorf, H., 363 
Libura, U., 94 
Lieberman, I.W., 307, 493 
Lighthart, J., 401 
Liljenstrom H., 362 
Lin, J.Y., 160, 263, 367 
Lipset, S.M., 276 
Lipton, D., 157, 492 
Litchfield, J., 558 
Litwack, J., 286 

Locke, R.M., 366 
Lofgren, H., 405-6 
Lokshin, M.M., 405, 463, 555 
Londono, J.L., 403 
Longva, A., 380 
Lonnberg, A., 37 
Lopez-Calix, J., 302 
Lotz, S., 33 

Loungani, P., 20 
Lowegren, M., 322 
Lowry, R.C., 296 
Lucas, R. 227, 377 
Lucas, R.E., 227 
Lukyanova, A., 465 
Lundberg, M. 404 
Lundberg, P., 404 
Lundborg, P., 381-2 
Lundvall, B.A., 362-3 
Luttmer, E., 552 
Lybeck, T., 15 
Lyeonoy, S., 477-486 
Lynch-Wood. G., 350 
Lyotard, J.F., 203 


Ma, G., 101, 124-5 
Maatusz, S., 398 
MacBean, A., 290 
Madalazzo, R., 340 
Maddison, A., 231 
Magee, S., 72 

Maggs, P.B., 171 

Mahom, J.F., 192 
Malerba, F., 364 
MaleSevi¢ Perovic¢, L., 555 
Malizewski, W., 15, 17, 20-1 
Malthus, T.R., 225-6 
Manfredi, T., 466 
Mangano, G., 15 
Mankiw, N.G., 442 
Manne, H.G., 196 
Manzocchi, S., 283, 286-7 
Maré, D., 383 

Marek, H., 416 

Marelli, E., 231, 443,-4, 447-8 
Marinescu, N., 438, 449 
Markiewicz, A., 83 
Markman, G.D., 343 
Markowsi, S., 283 
Marmott, M., 502 
Marris, R., 195 

Marshall, A., 478 

Martin, B., 361 

Martin, P., 442 
Martinez-Vasquez, J., 304 
Martins, R.S., 340 
Martinuzzi, A., 484 
Marx, K., 225 

Mas, I., 29, 31, 35-6 
Maslauskaite, K., 558 
Mason, A., 235 

Masson, P.R., 11 
Mastruzzi, M. 

Matusz, S., 398 

Maurel, M., 556 

Mauro, P., 82, 119, 122 
Mayo, E., 47-50 

Mayson, S.W., 193 
McArthur, J., 264 
McAusland, C., 381 
McCabe, K., 527 
McCallum, B.T., 8, 10 
McCarthy, A.M., 350 
McCarthy, D., 508-519 


Name Index 


575 


McCauley, R.N., 101 
McCaw, J., 307 

McCleary, R.M., 177 
McClleland, D., 335 
McClung, J., 339 
McDermott, G.A., 497-8, 537 
McEvily, B., 524-6, 537 
McGuire, J., 479-80 
McKenzie, D., 380 
McKenzie, M.D., 68 
McKinnon, R.I., 46, 75, 93 
McLaughlin, G., 348 
McMakin, J.F., 529 
McMillan, J., 157, 351 
McNabb, R., 511 
McWilliams, A., 480 
Meade, E., 20 

Means, G.C., 194 
Meckling, W. H., 194-5, 510 
Megginson, W.L., 497 
Melo, M.A., 303 

Men, T., 501 

Mencinger, J., 427 
Mendelski, M., 470 
Menger, C., 334 

Méon, P.G., 536 

Mescon, T., 339 

Meske, W., 364 

Metcalf, A., 340 

Metzger, M., 123 

Meyer, G.D., 337 

Meyer, L.H., 300 
Mickiewicz, T.M., 464, 532-3, 536 
Micklewright, J., 464 
Mihaljek, D. 103, 308 
Mihaly, P., 307 

Mijiyawa, A.G., 173-5, 177 
Mikhalevy, V., 464 
Milanovic, B., 403-4, 459-60, 463, 465 
Miles, I., 361 

Miles, S., 102 

Miletkov, M., 174 

Miller, M., 373 

Miller, T., 235 

Millon, D., 192, 198, 202 
Minow, N., 202 
Mintzberg, H., 349 
Mirakhor, A., 47 

Miron, J.A., 20 


Mishkin, F.S., 8, 11, 47-8, 54, 75, 86 
Mishler, W., 532, 534 
Mitchell, J., 338 

Mitra, P., 464 

Mitrut, A., 550 
Miyamoto, K., 419 
Moay, O., 219 
Modigliani, F., 158 
Moessner, R., 76 
Mokyr, J., 446 

Moller, J., 277 
Mollering, G., 524 
Molligk, AV., 438 
Molnar, G., 550, 554 
Monford, M., 440 
Mongardini, J., 30 
Mongelli, F.P., 114 
Monks, R.A.G., 202 
Montalbano, P., 283 
Montiel, P.J., 7, 79 
Montmarquette, C., 556 
Moreland, P.W., 197 
Moskowitz, M., 481 
Mosley, L., 32 
Mountford, A., 380 
Moutos, 402 

Mueller, F., 202, 205 
Miuzhlich, L., 112- 
Mukherjee, A., 381 
Miller, J., 30 
Mullineux, A.W., 39-57 
Mundell, R.A., 29, 71, 74, 97, 113-4 
Murell, P., 351, 491, 534 
Murinde, V., 44-6, 54 
Murphy, K., 438 
Murthi, N.R.V., 438 
Mutho, A., 179 

Myant, M., 133, 135, 139-44, 146- 
Myers, S.C., 44 
Mykhnenko, V., 140 
Myrdal, G., 228 
Myrzakhmet, M., 146 


Nachum, L., 429 

Nagvi, N., 379 

Naidu, V.J., 340 
Nair-Reichert, U., 427 
Namazie, C., 549, 552-3 
Nannestad, P., 532. 


576 Name Index 


Napier, M., 50 

Narula, R., 425 

Nathan, M., 383 

Neary, J.P., 379 

Neiman, B., 466 

Nell, G.L., 437, 452 

Nelson, R.R., 361-2, 385, 525 

Netter, J.M., 497 

Neven, D., 438 

Newell, A., 463 

Newton, K., 526, 532, 537 

Neyapti, B., 16 

Ng, Y.K., 542 

Nichols, T., 195 

Nicoletti, G., 470 

Nicolls, R., 332 

Niebuhr, A., 438 

Niemira, M.P., 43, 48 

Nikoloski, Z., 505 

Nivorozhkina, L., 463 

Noel, G., 385 

Nolke, A., 140, 471 

Nootebohm, B., 524-537 

Nordhaus, W., 9, 305 

Norkus, Z., 140-1 

North Whitehead, A., 204 

North, D.C., 153, 155-6, 160, 171, 174, 363, 
530 

Norton, S., 175 

Novak, T., 446, 451 

Nurske, R., 228 

Nuti, D.M., 30, 263-4 


O'Sullivan, M.A., 200 
Oatley, T., 20 

Obstfield, M., 68, 70, 97, 379 
Ocampo, J.A., 116, 118-9 
Ohlin, B., 395 

Okafor, G., 413-432 
Okolski, M., 526, 532, 537 
Olson, M., 449 
Olulu-Briggs, O., 481 
Onaran,O., 431, 434, 468, 475 
Ordonez, J., 438 

Orlitzky, M., 481 
Oshchepkov, A., 465 
Ostrom, E., 172-3 

Ostry, J.D., 76 

Oswald, A,J., 550 


Overman, H.G., 444 
Ozgen, C., 381, 381 
Ozturk, I., 68 


Pande, R., 217 
Paniccia, R., 501 
Panos, G.A., 557 
Papagapitos, A., 534 
Papalia, R.B., 438 
Parfitt, K., 361, 501 
Parkin, M., 19 
Parkinson, J., 198-9 
Parmenides, 203 
Parotta, P., 383 
Pastore, F., 443, 446, 463 
Pawlowska, M., 324 
Peacock, W., 441 
Pearce, D.K., 160 
Peersmann, G., 74 
Peir6d, A., 551 
Pendleton, A.515, 518 
Perlman, F., 501 
Perotti, R., 296 

Perry, G.E., 304 
Persson, T., 179, 227 
Perugini, Ch., 444, 458-71, 555 
Peter, V. 

Peters, B.G., 154 
Petersson, K., 225, 338 
Petrevski, G., 5-24 
Petry, P.A., 77 
Pettinato, S., 554 
Petts, J., 340 

Phelps, E.S., 322-3 
Pierre, J., 154 

Piesse, J., 218 

Piketty, T., 225, 227, 459 
Pirtila, J., 297 
Plender, J., 199 
Podpiera, J., 453 
Polak, S., 449 
Polanec, S., 438 
Polanski, Z., 30, 78, 92, 94, 101, 116, 120 
Polanyi, K., 135 
Poloucek, S., 324 
Pompei, F., 458-471 
Popov, V., 500, 503 
Popova, O., 550 
Porter, M., 138 


Name Index 


577 


Porterba, J.M., 296 
Portes, R., 316-7, 319, 322 
Posen, A.S., 21 

Post, E., 74 

Post, J.E., 483 
Pournarakis, M., 416 
Poutsma, E., 508-9 
Powell, W., 364 
Powell, W.W., 160 
Poznanski, K.Z., 157 
Pozsar, Z., 41 
Prabhaker, S., 192 
Praet, P., 447 
Prausello, F., 271 
Prebisch, R., 328 
Prescott, E., 6, 26 
Preston, L.E., 202, 483 
Prichett, L., 234, 440 
Préchniak, M., 450 
Pryor, F.L., 470 
Przeworski, A., 177 
Puga, D., 444 
Putnam, R.D., 174, 203, 537 
Pye, R., 414 

Pyka, A., 366, 381 
Pynzenyk, V., 161 


Qian, Y., 286 
Quinn, M.A., 438, 446 


Radosevic, S., 143, 146, 362, 364, 367 
Raiser, M., 154, 158, 526, 529, 531-5 
Rajan, R.G., 45 

Rajas-Romagosa, H., 403 

Ram, M., 329 

Ramlogan, C., 438 

Rand, J., 427 

Ranis, G. 224, 234, 378 

Rao, J.M., 402 

Rapoport, H., 380-1, 386 

Rashidi, S., 381 

Ratha, A., 72 

Ratzel, S., 555 

Ravallion, M., 78, 225, 405, 555 
Ravenstein, E., 373, 376 

Razin, A., 385 

Razumnova, J., 342 

Reade, J.J., 101 

Rebmann, A., 522-40 


Reddaway, P., 500 

Redmond, G., 463 

Regini, M., 469 

Reimer, J.J., 407 

Reinert, E., 260 

Reinhardt, C.M., 46 

Reinhart, C.M., 45, 65, 75, 85 
Remolona, E., 124-5 

Rescher, M., 202, 204 
Resmini, I., 419 

Rhodes, M., 138 

Ricardo, D., 225-6, 300, 395, 478 
Richardson, D., 550 
Richthofen, P., 324 

Ricketts, M., 336 

Riedl, A., 438, 444 

Riley, R., 532 

Rios, S.P., 124 

Rizza, M.O., 20 

Rizzo, J.M., 82 

Robbins, D., 404 

Robertson, R., 404 

Robins, G.S., 324 

Robinson, S., 410 

Rocheteau, G., 33 

Rodgers, P., 143 
Rodriguez-Pose, A., 558 
Rodrik, D., 78, 135, 225, 227, 264, 290 
Rogers, M., 445 

Rogoff, K., 7, 10, 11, 44, 65, 106 
Rojas-Suarez, L., 120-1 
Roland, G., 155, 351, 448, 492, 503 
Roller, L.-H., 246 

Roman, R.M., 480 

Romer, C.D., 8, 10, 21, 79, 224, 227 
Romer, P., 10, 21, 224, 227 
Roodman, D., 22 

Rorty, R., 202-3 

Rose, A., 35, 68 

Rose, A.K., 34, 68, 75, 114 
Rose, R., 532, 534 
Rose-Ackermann, S., 532 
Rosenberg, N., 361-3 
Rosenstein-Rodan, P., 228 
Rosser, J.B., 466 

Rothstein, B., 526 

Rotschild, M., 553 

Round, J., 143 

Rousseau, D.D., 529 


578 Name Index 


Rovelli, R., 549 

Rubin, P.H., 530 

Ruta, M., 68 
Rutherfoord, R., 348, 350 
Rutowski, J.J. 469 

Ryan, R.M., 547 
Rybezynski, T., 391 


Saccone, D., 231 

Sachs, J., 263-4 

Sachs, J.D., 9, 502 
Sacks, J., 198, 492 
Sadka, E., 385 

Saggace, V., 445 

Sahay, R., 158, 445 
Sahn, D., 463 
Saint-Arnaud, S., 470 
Saint-Paul, G., 468 
Sako, M., 524 
Sala-i-Martin, X.X., 532, 534 
Samuel, B.G., 480 
Samuelson, P.A., 46 
Sanchez, O., 303 
Sanfey, P., 463, 549, 552-3 
Sapienza, P., 528 
Sapsford, R., 558 
Sarajews, V., 283, 450 
Saris, W.E., 550-1, 556 
Savard, L., 408 
Saxenian, A., 384 

Say, J.P., 334 

Sbrancia, M.B., 46 
Scarpetta, S., 239 
Scase, R., 339, 348 
Schaling, E., 8, 12 
Scheiring, G., 488-504 
Schelkle, W., 114, 126 
Schick, A., 293, 298 
Schimmelfennig, F., 277 
Schlitte, F., 438 
Schmidt, V.A., 138, 277 
Schmidt-Hebbel, K., 300 
Schmitz, H., 524 
Schmoockler, J., 360 
Schneeweiss, T., 480 
Schneider, F., 9 
Scholtz, H., 277 
Schreier, J., 337 
Schrettl, W., 324 


Schuhknecht, L., 297, 306 
Schultz, T., 376 


Schumpeter, J.A., 42, 226, 334, 360, 362 


Schwab, K., 138 
Schwartz, A.J., 34 
Schwarz, R., 364 
Schwatz, E.B., 337 
Schyns, P., 552 
Scitovsky, T., 546 

Scott, A., 380-2 
Segerstrom, P., 381 
Segura-Ubiergo, A., 308 
Seifert, W., 555 
Selezneva, E., 545-559 
Selgin, G., 33-4 

Sen, A., 225, 234, 547-8 
Sened, I., 173, 178 
Senik, C., 550-4 

Sepp, U., 98 

Seravallo, G. 

Servén, L., 304 

Sesil, J.C., 514-5 
Seventer, D.E., 406 
Shambaugh, J.C., 61, 65, 83, 85 
Shatz, H.J., 400 

Shaw, E.S., 46 

Sheets, N., 20 

Sheinsky, E. 

Shiller, R.J., 54, 197 
Shishenski, E., 158 
Shleifer, A., 492 
Shokin, A., 171 
Shuvalova, A.S., 339, 342-3 
Siegel, D., 478 
Siegelbaum, P., 165 
Signorelli, M., 223 - 231 
Sikken, B.J., 17 

Siklos, P.L., 30 
Silajdzik, S., 99 
Silberston, A., 199 
Silveira-Neto, R.M., 444 
Silver, B.D., 500-1 
Simon, H.A., 202 
Simpson, M., 350 
Simwaka, K., 62 

Singh, M., 41 

Siregar, R., 122 
Sjaastad, I., 373, 376 
Skaaning, S.E., 277 


Name Index 579 


Skeldon, R., 373 

Skerke, M., 34 

Skofepa,M., 74 

Skoufias, E., 463 

Slander, S., 447 

Slemrod, J., 536 

Slinger, G., 199 

Smallbone, D., 161, 534 

Smallbone, D.F., 345, 479 

Smith, A., 194, 225-6, 478 

Smith, B. D., 44 

Smith, J.A., 348 

Smith, J.E., 51 

Smith, K., 360 

Smith, M.A., 348 

Smith, R.L., 51 

Smith-Hunter, A.E., 430 

Smyth, R., 503, 559 

Snajder, A., 489 

Socha, M.W., 463 

Solow, R.M., 224, 226, 444 

Son, H.H., 225 

Sonin, K., 174, 178-81 

Soskice, D., 134, 136, 138-40, 144, 366, 470, 
498 

Souza, L.V., 124 

Souza-Poza, A., 550 

Souza-Poza, A.A., 550 

Spence, L.J., 348, 350 

Sperlich, S., 442, 450-1 

Sperlich, Y., 442, 450-1 

Spicer, A., 351, 497-8 

Spiegel, M.M., 124 

Spilimbergo, A., 403 

Spilling, O.R., 337 

Squire, L., 234, 403-4 

Srholec, M., 139 

Srinivasan, T.N., 231, 379 

Stadhouders, P., 20-1 

Staehr, K., 28-39, 60-92 

Staiger, R.W., 77 

Stanger, A., 339 

Stanley, T.D., 68, 114 

Stark, O., 377, 380 

Steckel, R.H., 174 

Stehrer, R., 468 

Stephen, F.H., 498 

Stern, H.N., 471 

Sternberg, E., 194 


Steurer, R., 484 

Stevens, G., 339 

Stevenson, B., 552 

Steward, F., 234 

Stigler, G.J., 202 

Stiglitz, J.E., 43, 48, 202, 228, 265, 306, 367, 
499 

Stockhammer, E., 431 

Stockman, 74 

Stoker, L., 528 

Stolle, D., 543 

Stone, M., 99, 101 

Stone, R., 491 

Stoney, C., 198 

Storey, D.J., 332, 348 

Stouffer, S., 373 

Strauss, J., 234 

Streeck, W., 154 

Streit, M.E., 97 

Stryszowski, P. 

Stubbs, P., 471 

Stuckler, D., 496, 501-2 

Stuen, E., 382 

Sturzenegger, F., 65, 74, 303 

Stutzer, A., 546, 551 

Subramanian, A., 441 

Sukovataya, V.A., 343 

Sullivan, D.P., 192, 198, 200, 202 

Summers, L., 234 

Sun, Y., 444 

Sundgren, T., 480 

Sundin, E., 337-9 

Svedin, U., 362 

Svenjar, J. 156, 264 

Swan, T.W., 226 

Swoboda, A.K., 66 

Sykes, A.O., 77, 197 

Sytch, M., 530 

Szany, M., 415 

Szekely, M., 438, 449 

Szelényi, I., 500 

Szeles, M.R., 438, 449 

Szomburg, J., 491 

Sztompka, P., 525, 530, 534 

Szulc, A., 463 


Tabellini, G., 302, 535 
Tanzi, V., 325, 402 
Tarr, D.G., 398, 400 


580 Name Index 


Tatarkiewicz, W., 546 
Taylor, A.M., 97 
Taylor, C., 203 
Taylor, E., 97, 377 
Teksoz, U., 549, 556 
Telli, H., 372- 388 
Tenev, S., 342 
Tenreyro, S., 68 
Terberger, E., 43, 48 
Terrel, K., 463, 469 
Thelen, K., 136-7, 154 
Theodossiou, I., 557 
Thomas, D., 234 
Thomas, L.C. 

Thrift, N., 137 
Thurlow, J., 406 
Tietenberg, T.H., 172 
Tilley, F., 350 
Titelman, D., 124 
Todaro, M., 377-9, 381, 385 
Tomann, H., 104, 314-327 
Tonchu, E., 342 
Tondel, L., 416, 443 
Tonoyan, V., 537-8 
Toomet, O., 463 
Tortoriello, M., 527 
Toubal, F., 419 
Treskow, J., 489- 
Tridico, P., 262-292 
Trindade, V., 386 
Tsoukas, H., 203 
Tullock, G., 302, 309 
Turtelboom, B., 30, 33 
Tversky, A., 524 


Uctum, M., 431 

Udri, C.R., 217. 

U1 Haq, M., 240 
Ullmann, A., 481 
Upkolo, V., 438 
Uslaner, E.M., 526, 535 
Uvalic, M., 425 
Uzawa, H., 227 


Vachudova, M.A., 165 
Valenzuela, E., 408 
valila, T.T., 8 

Valli, V., 231 
Vamvakidis, A., 438 


Van de Ven, A.H., 202, 361 
Van der Mensbrugghe, 405 
Van Keulen, M., 20 

Van Landeghem, B., 553-4 
Van Marrewijk, R., 484 
Van Ours, J., 468-9 

Van Paag, B., 546 

Van Wijnbergen, S., 322 
Vanagunas, S., 304 

Vanek, J., 385 

Varblane, U., 364 
Varsakelis, C., 416 
Vasiylieva, T., 477-486 
Vazquez, F., 14, 20 
Veblen, T., 553 

Vecernik, J., 556-7 
Veenhoven, R., 548 

Veiga, P.d.M., 124 
Velasco, A., 75 

Velasquez, M., 482 
Venebales, A. J., 450 
Verashchiagina, A., 463 
Verdier, T., 351 

Verheul, I., 345, 351 

Vidal, J., 380 

Vishny, R.W., 492 

Visser, J., 470 

Vliegenhart, A., 140, 471 
Volz, U., 101 

Von Berlepsch, V., 558 
von Hagen, J., 83, 296 

von Hippel, E., 361 

von Hirschhausen, C., 246 
von Jacobi, N., 223-240 
von Jhering, R., 193 


von Tunzelmann, N., 361, 364-5, 367 


Vuksic, G., 443 


Wachtel, P., 160 
Waddock, S.A., 481 
Wagene, H.-J., 231, 366 
Waller, C.J., 8, 10 
Walley, J., 401 
Walsh, C., 7-8, 10 
Wang, Q., 365 
Wang, X., 300 
Wang, Y., 380 
Warren, R.C., 198-9 
Way, L.A., 165 


Name Index 


581 


Webb, S.B., 17, 48 
Weber, M., 142 
Webster, A., 413-432 
Weimer, D.L., 171 
Weiner, M., 373 
Weingast, B., 156, 179 
Weinhold, D., 427 
Weisfeld, H., 321 
Weiss, A., 43, 48 
Weiss, Y. 158 
Weisshaar, N., 559 
Weller, P.338 

Wells, B.L., 342 
Welter, F., 345, 526, 528, 534 
Weresa, M., 287 
Werneck, R.L., 303 
Weymouth, S., 174 
Whitfield, K., 511 
Wicksell, K., 103 
Wie, SJ., 404 
Wignarja, G., 156 
Wilavsky, A.B., 292 
Wilkinson, A., 348 
Williamson, D., 350 
Williamson, J., 85, 112, 488 
Williamson, J.G., 442 


Williamson, O.E., 201, 364-5, 510, 523, 526, 


529 
Wilson, A., 161, 177 
Wilson, J., 380 
Wilson, R., 177 
Wilson, W.R., 549 
Winkler, A., 99, 101 
Winstanley, D., 198-9 
Winter, S., 361, 525 
Wintoki, M.B., 174 
Wishlade, F., 260 
Witkowski, B., 450 
Witt, U., 154 
Wolf, H., 36 
Wolfers, J., 552 
Wolff, C.E., 463, 550 
Wolpert, J., 373 


Wood, M., 346 

Wood, R.A., 481 
Woodruff, C., 351, 535 
Wooldridge, J., 22 
Woolgar, S., 203 
Wren, C., 446 

Wu, X., 341 

Wu, Y., 404 

Wyplosz, C., 297 


Xu, C., 515 


Yagci, F., 61 
Yakovlev, A., 142 
Yang, P., 378 
Yawitz, J.B., 300 
Yemtsov, R., 464 
Yigit, T.M., 438, 443 
Yin, 367 

Yoo, D., 174 
Young, A.T., 445 
Younger, 234 
Yunus, M., 50 


Zac, P.J., 531 

Zaghini, A., 239 
Zaiceva, A., 549 

Zee, H.H., 219, 402 
Zeghni, S., 420 

Zeira, J., 219 

Zervos, S., 218 

Zhang, Y., 341 

Zhao, K.X., 346 

Zheng, W., 341 

Zhou, J. 83 
Zhuravskaya, E., 549 
Ziegler, A., 332 

Zigene, G., 305 
Zingales, L., 45 

Zmeli, 526, 530, 532, 537 
Zucker, L., 383, 526, 534 
Zuravskaja, E., 351, 549-52 
Zweynert, J., 135 


Subject Index 


Afghanistan, 156, 375 
Afrika, 39, 113, 123, 124-5, 154, 231-2, 270, 
276, 374-7, 394, 397, 488, 536 
African countries, 62, 379, 400 
agriculture, AO, 231, 249-50, 254, 258, 
273-8, 289, 378, 384, 394, 396-7, 
406-8, 424, 427-9 
Albania, 19, 86, 102, 110, 166, 174, 183-4, 
259, 264, 266-8, 270, 277-8, 284, 307, 
417-18, 420, 426-7, 460, 494, 549-50, 
560 
Armenia, 18, 19, 96, 106, 108, 145, 149, 166, 
181, 215-16, 264, 267-8, 270, 277-8, 
284, 417-18, 420, 426, 460, 494 
Asia, 1, 39, 47, 55, 77, 92, 122, 124, 188, 
231-2, 255-6, 264, 270, 374-7, 379, 
394, 491 
Asian Crisis, 61, 85-6, 113, 122 
Central, 212, 214-17, 219, 413, 427, 429, 
431, 545, 548, 550 
South East, 68, 86, 115, 118, 124-5 
South East Asian emerging market 
economies, 77, 85, 367 
Australia, 230, 233, 374-5, 470 
Austria, 254, 334 
Azerbaijan, 18-19, 108, 147, 162-3, 166, 181, 
215-16, 264, 267-8, 270, 277-8, 284, 
416-18, 420, 426, 460-1, 494, 497, 
550, 555 


bad assets, 315, 320, 321-2, 326 

Bangladesh, 374-5, 399, 408 

Belarus, 18-19, 100, 106-8, 141, 145-6, 
162-3, 166, 181, 215-16, 264, 266-8, 
270, 277-8, 284, 291, 417-18, 420-1, 
426, 460, 463, 494, 548, 558-9 

Belgium, 338, 517 

Bosnia and Herzegovina, 18-19, 107, 111, 
266, 269, 463, 474 

Brazil, 36, 121, 123, 229-30, 303, 305, 340-1, 
350, 375-6, 406 

budget, 7, 11, 14, 16, 40, 74, 93, 113, 161, 247, 
273, 297-9, 303-4, 323-4, 408, 451, 
447, 501 


constraints, 16, 42, 93, 95, 296, 318-19, 
322, 448 
deficits, 20, 22, 42, 54, 56, 80, 302, 307, 492 
process, 14, 298, 300, 304-5, 492 
public, 296-8, 301, 307-8 
sustainability, 298, 303, 309 
budgets, 45, 113, 148, 296-7, 301-2, 323-4 
Bulgaria, 19, 34, 40, 69, 96, 98, 105, 107-8, 
136, 145, 166, 181, 184, 248-52, 
255-6, 259, 263-5, 267-9, 271-4, 
277-8, 280-2, 284, 287, 290, 292, 306, 
417-18, 420, 422, 426-7, 460-4, 467, 
494, 548-9, 558-9 


Canada, 26, 229-30, 274-5, 409, 410 
capital, 30, 39-45, 47, 50-3, 56, 68, 102-3, 
124, 146-7, 192-3, 216, 218, 257, 315, 
342, 344, 367, 384-5, 387, 395-6, 
403, 407, 424, 431, 439, 441, 459, 471, 
480-1, 484, 489, 491-2, 498 
controls, 35, 60, 62-3, 69, 73, 75-6, 81-6, 
98, 101 
flows, 34, 56, 60-3, 68-76, 81, 85-6, 97-8, 
100, 102-4, 112, 117-18, 385 
human, 223-4, 227-8, 237, 239, 286, 
288, 297, 376, 380-1, 398, 406, 419, 
420, 431, 443, 467, 478, 480, 511, 531, 
549 
markets, 39, 41, 43-4, 47, 52, 54-6, 123-4, 
149, 196, 301, 491, 496 
recapitalization, 42, 317, 320, 322-5, 
334 
social, 137, 234-5, 278-9, 485, 500, 
557-8 
capitalism, 1, 40, 51-2, 133-8, 140-5, 155, 
165, 170, 172, 175, 188, 206, 307, 319, 
351, 445, 451, 470, 495, 500, 504, 549 
Capitalist (s), 52, 133, 223, 226, 320, 344-5, 
498, 500, 503, 516 
economies, 266 
socialist, 93-4, 102, 316-17, 533, 537 
post-socialist, 92, 316-17 
state capitalist economies, 266-70 
capitalization, 120, 317, 363 


Subject Index 583 


central bank Independence (CBI), 7, 9-12, 
15-23, 36, 40-1, 60-2, 67, 72-86, 102, 
105-6, 134, 137-41, 147, 149, 302, 
327, 450 
Central Banks, 5-8, 10-12, 15-16, 21, 43-5, 
54, 56, 92-3, 95, 99, 103, 118, 124, 
145, 302, 327, 450 
in transition economies, 21, 105-7, 118 
change, 29-30, 32-6, 60, 64-5, 67, 71-2, 
75, 83, 85, 107, 135-8, 171, 185, 197, 
204-5, 216, 225-6, 236, 239, 248, 
298-300, 314-16, 334-5, 342-5, 347, 
351, 361-2, 366-7, 372, 404, 409, 468, 
491, 525, 546, 551-2, 557, 559 
institutional, 153-8, 160-6, 176, 178, 
237-9, 274, 286-90, 437, 445, 458, 
464, 471, 534 
structural, 239, 286, 289, 366, 413-14, 429, 
431-2, 445, 462 
technological, 441, 458, 464-7 
Chile, 26, 86, 129, 243, 353, 404 
China, 40, 43, 55, 86, 90, 95, 100-2, 104-5, 
107, 110, 122, 217, 229-31, 238, 241-4, 
255, 302, 341-3, 346, 354-5, 359, 
374-5, 412, 438, 445, 455, 490, 546, 
550, 552, 559, 560-2, 564 
Commonwealth Independent States (CIS), 
96, 100-2, 107-8, 124, 144, 146, 163, 
264-6, 268-70, 496 
competition, 55, 119, 146, 178-9, 181, 199, 
205, 218, 227, 245-50, 254-5, 257-60, 
271, 288-90, 318, 398-9, 446, 465, 
468, 478, 504, 533 
policy, 245-6, 448, 549 
competitiveness, 47, 60, 65, 70, 72-3, 77, 79, 
84, 134, 136, 138, 141-2, 144, 149, 
233, 246, 253, 286, 290, 315, 333, 362, 
405, 431, 511, 516, 519 
costs, 31, 35, 48, 50, 53, 70, 74, 78-9, 84-5, 
114-17, 125, 158, 174, 177, 201, 218, 
229, 237, 239, 258, 290, 300, 302, 306, 
316, 324, 352, 380, 383, 398, 404, 421, 
440, 450, 478, 500, 509-13, 529 
transaction, 67, 114, 117, 121, 160, 198, 
170, 288, 386-7, 406, 522, 528-30, 
538, 555 
countries 
capitalist, 133, 137-8 
communist countries, 157, 165, 175, 548, 556 


developing, 11, 16-17, 20, 50, 78, 112-13, 
115-18, 120, 177, 190-1, 212, 232, 
240, 303, 304, 309, 350, 364, 375, 
377-8, 394, 396-404, 408, 427, 477, 
488, 491, 533 
emerging, 6, 16, 18, 102, 120 
industrialized, 8, 11, 17-18, 21, 113, 120, 
224, 347, 397, 470 
post (former) communist, 6, 17, 271, 266, 
286, 467, 488, 534, 545, 548, 556, 
558-9 
post socialist, 92, 133, 148, 367, 498-9, 
503, 532, 534, 536-7 
socialist, 133, 136, 146, 148-9, 246, 361, 
367, 462, 502, 539 
transition, 15, 17-18, 23, 29, 32-7, 61, 66, 
69, 78-81, 83, 92-5, 97-100, 103-7, 
157, 170, 175, 177, 212-13, 215, 219, 
223, 238-9, 263, 267, 269, 308-9, 
325, 421, 438-9, 443, 459-62, 468, 
470, 493, 496, 523, 532, 535, 538-40, 
550-9, 308 
crisis, 176, 192, 202, 248-9, 253, 262, 307, 
373, 441, 447, 452, 459, 463-7, 488, 
500-1, 546, 550-1, 558 
economic, 125, 161, 174, 182, 183, 266, 462 
financial, 35, 42, 45, 54-5, 62-3, 55, 76, 
97-102, 104-6, 111, 115, 118-19, 122, 
144, 148, 191, 269-70, 301, 308-9, 
314-15, 317, 321, 325-7, 449-52, 495 
global (GFC), 8, 47, 279, 448, 471 
Croatia, 18, 19, 58, 69, 106-8, 166, 181-2, 
248-50, 252-4, 256-9, 262, 264, 
267-70, 275, 277-80, 282, 284, 307, 
417-18, 420, 426-7, 460-1, 491, 549 
currency, 5, 29-32, 35, 42, 55, 60, 63-71, 
73-7, 79, 81, 85-6, 92, 96-9, 107, 
116-17, 119-21, 123, 125-6 
area, 31, 35, 66, 75, 99 
crisis, 100-1, 106, 108, 113 
domestic, 30, 32, 34-5, 63, 70, 73, 115, 121, 
399-400 
foreign, 30-5, 55, 63-5, 69, 70, 73, 86, 
105-6, 20, 126, 144, 149 
optimal currency area (OCA), 31, 74-57, 
113 
reforms, 28-37, 321-3 
union, 28-37, 112, 115-16, 124, 324, 437, 
440, 445-6, 449-50 


584 Subject Index 


current account, 7, 62, 96, 102, 148, 315, 

403 
capital account, 53, 62, 123, 315, 403 

Czech Republic, 1-9, 74, 98-100, 104-5, 
107-8, 145, 163-4, 166, 171, 181, 248, 
250, 259-60, 263-8, 271-2, 277-8, 
280-5, 289, 307, 417-18, 420-1, 
426-7, 449, 454, 459, 460, 465, 467-8, 
490, 493-4, 497 


decentralization, 157, 303, 305, 448, 532 

demand, 30-2, 34, 42, 46, 53, 63, 65, 70-3, 
75, 77, 79, 93, 102-3, 119-20, 146, 148, 
226-8, 238, 269, 289-90, 296, 302, 
320, 361, 381, 384, 400, 404, 407-8, 
419, 431, 444, 460, 467-8, 484, 496-7, 
511, 535-6, 551, 554, 557 

Denmark, 18, 256, 384, 517 

dept, 20, 72, 115, 119 

swaps, 54, 105, 322-3, 498 

dollarization, 30-1, 33, 35, 92, 99, 105-6, 
115-16, 126 

dynamics, 8, 67, 179, 226, 228, 238, 269, 299, 
387, 442-5, 463-6, 471, 551 


economic development, 47, 56, 77, 120, 133, 
137, 142-3, 149, 219, 223, 225-6, 
228-30, 233, 237, 274, 276-7, 288, 
291, 314, 317-18, 321-2, 324-5, 327, 
334, 360-2, 366-7, 378-9, 402, 413, 
425, 449, 451, 478-9, 491, 499, 522, 
531-2, 538, 548 

economies 

capitalist, 466, 498 

centrally planned, 449 

transition Economies, 1, 5-6, 15-19, 21-3, 
28-30, 32, 35, 155, 158, 165-6, 175-6, 
182, 185, 190-2, 215, 231, 237, 263-4, 
266, 276, 279-81, 283, 296-8, 302, 
304-5, 307-9, 314-16, 318-20, 324-5, 
331, 333, 336, 341, 343, 345-6, 350-2, 
360-1, 361, 364, 367, 394, 413-17, 
419, 437, 448-9, 459, 463, 467, 470, 
488, 496, 508-9, 516-18, 522, 534, 
536-8, 554 

economy, 8, 10, 20, 29, 34, 45, 47, 67, 69, 71-7, 
79, 84-5, 95, 101-2, 115-16, 119, 147, 
149, 153, 162-3, 193, 206, 213-15, 
226, 229, 245, 274-5, 289, 296, 301, 


309, 316, 347-8, 350, 361, 380, 396, 
407-9, 441-2, 451, 471, 477, 491-3, 
496, 498, 528, 537-40, 552-3 
domestic, 72, 76, 149, 403, 405 
global, 394, 396, 468 
knowledge based, 146, 363-4 
market, 42, 136-7, 140, 146, 155, 158, 160, 
170-2, 212, 214, 217-18, 248, 253, 
259, 263-4, 270-1, 297, 304, 308, 
314-15, 317-19, 331, 340, 342, 351, 
380, 393, 416, 425, 448, 522-3, 530, 
534, 546, 549 
planned, 239, 246, 309, 533 
political, 9, 362, 402, 478, 491 
shadow, 162, 238, 301, 536 
world, 133, 266, 269, 287-8, 290, 394, 404, 
441-2 
entrepreneurs, 44, 51-2, 142-3, 146, 161, 224, 
228, 283, 319, 331-43, 345-52, 363, 
384, 386, 489, 500, 537 
enterprises, 15, 39, 41-8, 50-4, 56-7, 93, 
180, 246-7, 316, 331, 338-9, 342, 347, 
351-2, 362, 417, 421, 423, 477, 480, 
488, 497-500, 503, 517, 537 
small Medium (SMB), 39, 42-3, 45, 47-53, 
247, 252-3, 343-50, 490, 493-5, 499, 
514, 519 
state owned (SOE), 15, 39, 42, 96, 141, 
146, 157, 250, 289, 305-6, 315-25, 
346, 448, 488, 490-3, 501, 503, 
517-18 
equity, 39, 41, 44-5, 47-8, 51-3, 56, 206, 232, 
315, 320, 322, 342, 344-5, 404, 406-7, 
480, 509, 518 
see also capital 
Estonia, 18-19, 34-5, 98, 105, 107-8, 139, 
163, 166, 171, 181, 184, 214, 216, 248, 
250, 252, 259, 264-9, 271-2, 277-9, 
280, 282, 284, 287, 290, 291, 306-7, 
400, 417-18, 420, 426, 460, 463, 467, 
489, 494, 549 
EURO, 33-6, 92, 98, 113, 126, 257, 274-5, 
290, 326, 440, 445-6 
area, 35, 66, 98-105, 107, 448 
zone (governments), 327, 440, 447, 452 
Europe, 1, 5-6, 15, 23, 39, 92, 106, 113, 191, 
199, 269, 274, 289, 314, 325-6, 374-7, 
383, 413-14, 421, 438-9, 443, 508, 
516-17, 532 


Subject Index 585 


Europe - continued 
Central and Eastern Europe (CEE), 154, 
164, 172, 179, 181, 212, 217, 246-7, 
259, 304, 306, 324, 327, 367, 448-50, 
459-60, 464, 471, 489, 508-9, 517-18, 
523, 532-3, 539, 545 
Central and Eastern European 
Countries (CEEC), 43, 145-6, 
154-60, 162, 166, 172, 175-6, 181-3, 
185, 212-14, 217, 237-8, 245-56, 
258-9, 262-6, 268-73, 275-9, 281, 
283-4, 286-92, 304, 306, 323-5, 
414-15, 414, 417, 419-22, 424-5, 429, 
431-2, 448-50, 489, 545-6, 549, 556 
Central Europe, 135, 136, 141, 145, 153, 308 
Eastern Europe, 133, 142, 144, 145, 153, 
237-8, 270, 276, 431, 469, 502, 550, 
554-5, 557 
Northern Europe, 252, 381, 558 
Baltic regions, 148, 179, 252, 459, 471 
South Eastern Europe, 181-2, 184, 252, 276 
Western Europe, 135, 230-2, 238-9, 248, 
276-7, 380, 443-4, 450, 469-70, 534 
European Bank of Reconstruction and 
Development (EBRD), 134, 148, 158, 
212, 325, 465, 488 
European Central Bank (ECB), 326 
European countries, 338, 553, 588 
Central Eastern (CEEC), 145, 245,259, 
269-73, 275-83, 287, 289, 291, 414, 
429, 432, 517 
Central European (CE), 37, 96, 136, 140-1, 
145, 308, 465 
East, 142, 414, 421, 429, 431,554 
European currency Union, 437 
European Integration, 437, 445-7, 452 
convergence/divergence, 6, 14, 113-4, 
124, 201, 238, 262, 279, 281, 283, 287, 
291-2, 302, 437-452 
European Union (EU), 113, 240, 245-6, 248, 
262, 271, 279-80, 286-7, 291-2, 347, 
397, 406, 429, 446, 449, 509, 548, 555 
Commission, 245, 247, 250, 252-5, 258-9, 516 
New Members (NEUM), 279, 459-62, 469, 
471 
state aid, 245-7, 251-2, 259 
exchange rate, 5, 7, 14, 16, 30-2, 37, 53, 63, 
65, 77-8, 84, 92-3, 95-8, 100, 105, 
147, 229-30, 263, 393, 408, 449, 496 


arrangements, 68, 123-6 

fixed, 32, 34, 64, 66, 70, 84, 98, 103, 
399-400 

floating, 32, 64, 66, 81, 99, 400 

nominal and real, 116-17, 121, 398-400 

pegging, 33, 35, 79-81 

policy, 30, 75-6, 79-80, 114-15, 119-20 

regimes, 20-2, 28-9, 34-6, 60-77, 79-86, 
98, 115, 125, 448 


finance, 217-18, 304, 324 
financial sector 
restructuring, 39, 42-3, 46, 53, 56, 171, 175 
Finland, 25, 109, 187, 256, 281, 294, 311, 456 
firms, 468, 488, 513 
foreign direct investment, 413-14, 421, 425, 
427, 429-32 
foreign exchange, 16, 31, 35, 42, 62-3, 76, 
105-7, 116, 161 
interventions, 101, 105, 107 
markets, 63, 68, 70, 100-1, 104, 117 
reserves, 70-1, 75, 96, 118-19, 380, 400 
France, 138, 229-30, 254, 256, 276, 284, 289, 
374, 517 


Georgia, 164, 166, 171, 181, 184, 215-16, 264, 
266-70, 276-8, 284, 417-18, 420, 426, 
460-1, 494, 558 

Germany, 18, 36, 43, 97, 137, 229-30, 246, 
256, 264, 266, 276, 284, 288-9, 314, 
316, 323-5, 364, 366-7, 374-6, 386, 
465, 551, 556 

globalization, 43, 215, 224, 385, 397, 403, 
409, 440, 458, 464, 466, 468, 477, 
486 

governance, 180, 183, 195-6, 205-7, 219, 237, 
253, 266, 274, 305, 322, 364, 415-16, 
445, 493 

corporate, 39-41, 44-5, 53, 136-7, 140, 

149, 190-4, 196-206, 458, 466, 488, 
496-8, 503, 518 

government(s), 6-8, 10, 13, 40-3, 49-56, 74, 
80, 82, 86, 93, 95, 97, 101, 157, 162, 
171, 178-9, 191, 194, 202, 214, 217, 
219, 224, 235, 245-7, 252-3, 255-7, 
278, 296-309, 314-16, 319-23, 325-7, 
351-2, 384, 401, 406, 414, 421-4, 441, 
448, 450, 484, 489-92, 495, 498-503, 
510, 519, 533, 535-6, 539-40 


586 Subject Index 


government(s) - continued 
EU, 252, 255-6 
intervention, 43, 46, 53, 55, 72, 246-7, 
464 
policies, 10-12, 16, 137, 156, 352 
Greece, 256, 275-6, 281, 517 
gross domestic product (GDP), 148, 265-7, 
275, 281, 283-4, 288, 299-300, 407, 
439, 444-5, 557 
growth, 5, 20, 22, 30, 41, 44-7, 51-3, 56, 68, 
86, 101, 125, 159, 185, 196, 199, 212, 
269, 279, 292, 302-3, 308-9, 314-15, 
339, 345-7, 351-2, 362, 373-6, 393-4, 
397-9, 404, 406-7, 431, 437, 440-3, 
447, 450, 461, 464, 477-9, 490, 499, 
519, 538, 551 
economic, 60, 61, 63, 67, 76-9, 84, 102-3, 
107, 113, 116-17, 120, 134, 136, 145, 
212, 215-18, 223-40, 276, 281, 298, 
325, 329, 333, 335, 347, 378-400, 403, 
408-9, 413, 425, 427-9, 448-51, 496, 
531-2, 545 
models, 226-7, 237, 382 
money, 79, 161 


happiness, 545, 552-3, 555, 557-9 

human development, 225, 235 

Hungary, 19, 40, 95, 99, 107-8, 140, 157, 166, 
171, 181, 184, 214, 248, 250, 254-5, 
259, 263-8, 271-3, 277-8, 280-5, 287, 
289, 291, 306-7, 415, 417-18, 420-2, 
426-7, 446, 449, 451, 460-1, 463-5, 
467-8, 471, 489, 491, 493-4, 518, 550, 
552, 554, 556, 559 


immigration, 377, 379-86 
import/export, 379, 407 
income, 395, 405, 408, 458, 466 
policy, 96 
India, 217, 229-31, 276, 302, 337, 340-1, 350, 
374-5, 381, 384, 394, 399, 438, 548 
Indonesia, 230, 375, 408 
industry, 246, 252, 258-9, 344 
EU-ship building industry, 255-6, 258, 
261 
inequality, 219, 223, 225, 227-8, 232, 234, 
236-7, 239-40, 278-9, 342, 378, 394, 
396, 398-9, 403-4, 406, 409, 440-1, 
450, 458-69, 471, 501-2, 549 


innovation, 134, 137-40, 142-3, 224, 226, 
240, 250, 273, 289, 334, 336, 347-8, 
360, 363, 366-7, 372, 381-4, 387, 445, 
512 
financial, 39, 53, 55-6 
systems, 143, 146, 360, 362-4, 367 
technological, 227, 361 
institutions, 1, 10, 81, 83, 86, 108, 123, 133-6, 
140, 143, 144, 146-7, 153-8, 160-2, 
165-6, 170, 172, 174, 177, 184-5, 
194, 199, 212, 214, 216-17, 224, 234, 
238-9, 262-4, 266, 269-70, 286, 
288, 296, 302-3, 326, 346, 360-7, 
423, 437-8, 440-4, 468-9, 498-500, 
528-30, 532, 534-9, 548 
economic, 166, 177, 185, 405 
financial, 40, 45, 47, 48-50, 61, 76, 102, 
197, 217, 344, 416-17, 422, 449, 488, 
491-2, 503 
fiscal, 297, 302, 304, 305, 317 
informal institutions, 155, 174, 234, 343, 
522 
legal, 217, 296, 449, 466, 526 
monetary, 17, 37, 97, 302, 328 
political, 162, 166, 174, 179, 184, 270, 
276-9, 304-5, 308, 526, 557 
property rights, 173-4, 219, 274 
interest rate, 13-14, 16, 31, 35, 45-50, 54, 
63-5, 67-74, 76-7, 79-81, 84, 86, 
93, 96-8, 100-6, 108, 116, 161, 299, 
320-2, 440, 449, 451 
International Monetry Fund (IMF), 42, 66, 
76, 96, 119, 122, 134, 145, 171, 181, 
230, 287, 401-3, 416, 441 
Ireland, 233, 249, 279, 281, 550 
Italy, 229-30, 249, 256, 276, 284, 289, 291, 
376, 517 


Japan, 43-7, 122, 138, 229-31, 276, 301, 333, 
362, 470, 481, 495 


Kazakhstan, 18-19, 101, 108, 145, 147, 162-4, 
166, 171, 181, 184, 213-16, 237, 268, 
270, 277-8, 284, 307, 375, 416-18, 
420, 423, 426, 460-1, 494, 497, 553, 
555, 558 

Kosovo, 34, 99, 106-7, 270 

Kyrgyzstan, 108, 162-4, 166, 171, 181, 266, 
268, 276-8, 284, 558 


Subject Index 587 


labour, 74, 78, 124, 141, 143-4, 146, 235, 301, 
316, 342, 352, 378-80, 384-5, 395-6, 
407, 441, 450, 466, 480, 485 
costs, 5, 147, 262, 273, 286, 384 
demand, 467-8, 554 
division of, 226, 229, 249, 263, 366-7, 471 
force, 146, 149, 235, 238, 286, 382-3, 405, 
444, 455-6, 495 
market (arrangements), 20, 22, 23, 114, 
139, 157, 238, 339-41, 380-1, 384, 
408, 439, 444, 446, 451, 458, 466-9, 
471, 545, 548, 554-6, 559 
productivity, 226, 228, 235, 238, 359, 443, 
511 
labour and capital, 226, 384-5, 387, 402, 407, 
446, 493, 531 
Latin America, 113, 122, 125, 491 
Latvia, 18-19, 33, 35, 69, 96, 98, 107-8, 145, 
171, 181, 215-6, 250, 259, 264-9, 
271-2, 277-8, 280-2, 284, 287, 291, 
307, 417-21, 426, 460, 467, 494, 497, 
518 
liberalization, 20-3, 31-2, 37, 46-7, 55, 79, 
94-7, 100, 134, 162, 379, 449, 460, 
469, 488, 492, 533, 550, 555 
capital and exchange rate, 97-104 
economic, 161, 276, 408 
political and, 161, 276, 492 
price, 21, 96, 156, 158-9, 237, 247, 315, 321, 
448-50, 464, 549 
trade, 96, 264, 393-408 
Lithuania, 18-19, 33-5, 69, 96, 98, 107-8, 
151, 166, 171, 181, 215-16, 248, 250, 
254, 256, 259, 265-9, 271-3, 277-8, 
280-2, 284, 287, 291, 304, 417-18, 
420-1, 423, 426, 460, 467, 494, 518 


Macedonia, 19, 107, 171, 181, 267-8, 270, 
274-5, 277-2, 284, 304, 417-20, 
426-7, 460, 494 

market, 48, 55-6, 63, 94-6, 104-7, 114, 117, 
121, 133-5, 140, 144, 146, 157-8, 165, 
179, 191, 194-8, 200-1, 207, 226, 250, 
259, 271, 286, 314-15, 317-18, 320, 
332-4, 339, 348, 360, 365, 396-8, 
402-3, 406, 413-15, 417, 419, 427, 431, 
448-9, 482-3, 485, 488, 490, 492-3, 
497-8, 500, 503, 522, 529, 533, 540, 
545, 549 


free, 137, 148, 158, 193, 196, 201, 304, 437, 
450, 488 
markets, 147, 470 
emerging markets, 1, 28-9, 112, 115-16, 
122, 123, 297-8, 302, 304, 308, 340, 
400, 450, 534 
economies (EMEs), 1, 28-9, 39, 44-6, 
52-3, 55-6, 137, 296-7, 316, 320, 
458-9, 466, 470-1 
Mexico, 230, 374-6, 404, 405, 407 
migration, 2, 149, 176, 297-8, 372--80, see 
also 
immigration 
modernization, 239, 277, 367, 477, 557 
Moldova, 18-19, 101, 107-8, 166, 171, 181, 
215-16, 266-70, 277, 284, 305, 
417-20, 426, 460, 494, 550, 553, 558 
monetary policy, 5-12, 22, 29, 32-3, 34-7, 
45-6, 54, 60, 62-3, 68-74, 80, 85, 
92-3, 95, 97, 99-104, 106-7, 112, 
114-17, 119, 123, 125-6, 215, 301-2, 
322, 326-7, 447 
cooperation, 116, 119, 123 
frameworks, 60-3, 115 
Mongolia, 19, 107, 166, 178, 307 
Montenegro, 34, 99, 106-7, 267, 270, 277, 
284, 460 


Nepal, 232-3, 399 
Netherlands, 147, 230, 256, 284, 289, 384, 517 
North-South Arrangements, 128, 253, 375 


Pakistan, 339, 374-5 
Payment systems, 112, 117-18, 125 
Poland, 19, 37, 69, 94-6, 99-100, 102-3, 105, 
107-8, 140, 157, 163-4, 166, 171, 178, 
181, 214, 233, 248, 250-1, 253-7, 259, 
263-73, 277, 280, 291, 306-8, 311, 
352, 417-20, 426-7, 449, 460-1, 463, 
464-5, 467-8, 471, 489, 491, 493-4, 
517-8, 537, 549-50, 554-6, 559, 564 
policy 
restructuring, 248-50, 253, 256-8, 273, 
289, 315-18, 320 
policy, 46, 48-9, 62-3, 86, 100, 105, 112, 115, 
146, 185, 219, 233, 235, 239, 288, 290, 
296, 304, 306, 315, 351-2, 365, 373, 
394, 402, 407-9, 445, 450, 482, 502 
decision making, 449 


588 Subject Index 


policy - continued 
design, 154, 323, 325, 404, 447 
development, 46, 247, 447 
domestic, 81, 85, 405 
economic, 5, 7-10, 12, 14, 28, 30, 32, 60-2, 
70, 83, 153, 161, 223, 367, 451 
fiscal, 72, 74, 80-1, 297-8, 301-3, 305-6, 
308, 314, 326, 406-7 
frameworks, 60, 62-3, 68, 115 
implications, 379, 408, 465 
industrial, 46, 245-6, 249, 367, 378 
institutional policy, 146, 154-6, 161, 164 
interventions, 224, 236 
macroeconomic, 97, 154, 250 
makers, 7-10, 250, 301, 379-80, 387, 404, 
471, 518-19 
regional coordination, 118-20, 124 
state aid, 245-59, 261 
strategies, 321-2 
trade, 399, 400, 406-7, 445-6 
transition, 157, 448 
Portugal, 256, 275-6, 375-6, 550 
price, 7, 32, 35, 37, 48, 55, 448 
controls, 20, 30-1, see also liberalization 
stability, 5-6, 13, 17, 21, 103 
prices, 30-1, 36, 42, 53 
privatization, 448, 499-500 
Mass, 6, 12, 42, 146, 320, 488,490-504 


quantitative Easing (QE), 107, 326-7 


reform, 305 
economic, 17, 161-2-, 277, 346, 366, 397, 
465, 533 
institutional, 1, 5, 13, 153-8, 160, 162, 
164-6, 215, 304-5, 307, 351, 431 
policy and institutional, 307, 404-5, 549 
structural, 20, 22, 30, 212, 237, 425, 451 
trade, 397-401, 404,408 
regulation, 14, 16, 30-1, 45-6, 53, 55, 64, 
76-7, 121, 123, 134-5, 139, 156, 
191-2, 194, 215, 217,247, 250, 260, 
349, 362-3, 373, 415, 446, 480-4, 492, 
534-6, 539-40, 555 
deregulation, 134, 148, 458 
selfregulation, 191, 201, 207 
restructuring, 43, 52, 171, 175, 239,245, 
248, 250-60, 273, 289, 315-18, 320, 
322-5447-8, 468, 497-8, 537 


economic, 341, 343, 393, 408, 464, 489, 
491-2, 495, 502-4 
financial, see also finance 
of industries, 175, 239, 245, 251, 537 
risk, 32, 40-1, 44-5, 47-56, 67, 69-70, 72, 75, 
77, 103-4, 113, 115-16, 120, 124-5, 
146, 180, 186, 194-5, 199, 218, 228, 
232, 271, 286, 300, 301, 315-16, 
318-20, 322-6, 331, 334-5, 342-3, 
346, 377, 399, 414, 421, 511, 513, 517, 
523-5, 527-9, 539, 550 
Romania, 18-19, 99-100, 105, 107-8, 136, 
166, 171, 249-52, 254-6, 259-60, 
264-5, 267-9, 271-4, 276-8, 280-2, 
284, 287, 289-90, 291, 417-21, 426-7, 
460-3, 467, 494, 497, 517-18, 537, 548, 
550, 559 
Russia, 19, 33, 37, 95-6, 100-2, 105, 107-9, 
135, 141-2, 144-8, 162-3, 166, 171, 
179, 181, 183, 213-16, 229-30, 263-4, 
266-71, 276-8, 284, 288-9, 305, 307, 
339, 341-3, 352, 374-5, 416-20, 423, 
426, 443, 460-5, 489-91, 493-5, 
497-504, 545, 548, 550-2, 554-6, 558 


sectors, 425 

Serbia, 19, 96, 99, 105-8, 171, 181-2, 184, 
266, 270, 276-7, 284, 460-1, 559 

shocks, 72, 112 

Slovakia, 19, 29, 35-7, 96, 99, 107, 140, 145, 
148, 166, 171, 181, 184, 214, 248, 250, 
255, 259, 264-6, 268, 271-3, 276-8, 
280-2, 284, 287, 290, 291, 352, 427, 
467-8, 494, 537, 559 

Slovenia, 19, 29, 35, 100, 107-8, 136, 139, 166, 
171, 178, 181, 184, 214, 248, 250, 252, 
259, 263-8, 271-3, 275, 277-8, 280-2, 
284, 287, 291, 304-5, 417-21, 423, 
426-7, 460-1, 467-8, 471, 494, 503, 
518, 554 

South East and East Asian countries, 68 

Soviet Union 

former (FSU), 154-5, 157-8, 161, 166, 

172, 175-6, 181-5, 304, 414-15, 417, 
419-22, 425, 429, 431-2, 545-6, 550 

stabilization, 7-8, 11, 28-32, 39, 41-2, 84, 
125, 159, 165, 302-3, 315, 462-3 

macroeconomic, 36-7, 42, 113, 125, 153, 

155-62, 165, 263-4, 448 


Subject Index 589 


stabilization — continued 
monetary, 92-3, 96-7, 101, 107, 216, 492 
policy, 320, 399, 448 
programmes, 36-8, 94-5, 99, 104, 488 
Switzerland, 18, 230, 338 


taxes, 40, 78, 300, 306, 401-2, 408, 421-4, 
464, 466, 470, 503 
theorems, 97, 196, 395-7 
theories, 78, 153, 156, 170, 172-5, 177, 183-4, 
190-2, 197, 200-3, 223, 225, 227, 301, 
376-7, 384-5, 395, 440, 444, 449, 467, 
479 
theory, 114, 315, 395, 398-9, 478, 429 
trade, 20, 22, 34, 40, 60-1, 67-8, 73, 75, 78-9, 
82-4, 93-4, 101, 115, 119, 123, 144, 
224, 235, 238-9, 247-8, 262, 264, 266, 
270, 287, 29-2292, 323, 351, 372, 376, 
382, 384, 386-7, 394, 404-8, 424, 431, 
438, 440-1, 443, 445 
free trade, 270, 393, 406, 446, 466 
international, 393-9, 443, 468 
patterns, 288-9 
liberalization, 96, 161, 290, 396-408, 
488 
unilateral, 393, 397, 401-6 
regional, 112, 114, 116-21, 406, 449-50 
world, 394, 399,440 
trade models, 376, 384-5, 387, 393, 395-7, 
467 
trade unions, 143, 511, 513, 516, 556 
transition countries, 17-18, 23, 29, 32-7, 61, 
66, 69, 78-81, 83, 92-3, 95, 97-100, 
103-7, 157, 170, 175, 177, 212-13, 215, 
219, 223, 238-9, 263, 267, 269, 308-9, 
325, 421, 439, 443, 459-60, 468, 


470, 493, 496, 523, 532, 535, 538-40, 
550-9 

Central and Eastern European, 34, 69, 78, 
96, 438 


Ukraine, 19, 37, 96, 101, 107-8, 140-2, 145, 
147, 161-2, 164-6, 171, 176, 178, 181, 
184, 215, 216, 264, 266-71, 276-8, 
284, 291, 306-8, 374-5, 417-21, 426, 
460, 463, 494, 537, 548, 558 

United Kindgdom (UK), 41, 47-9, 51, 53-5, 
190-1, 210, 229-30, 254, 256, 289, 
274, 342-5, 347, 352, 374-6, 381, 387, 
481, 515 

United States of America (USA), 137, 139, 
191, 229, 269, 296, 326, 333-30, 232, 
335, 338, 374-6, 382-3, 336, 400, 448, 
478-9, 486, 554 

Uzbekistan, 19, 108, 141, 145-6, 162-3, 166, 
171, 181, 213-16, 266-8, 270, 277-8, 
284, 417-20, 424, 426, 460-1, 494 


value, 7, 21, 28, 33, 96, 102, 193-4, 194, 
196-201, 204, 206, 224-5, 229, 236, 
238, 262, 289, 318, 320-1, 327, 323, 
334, 336, 343, 345, 363-4, 415-16, 
478, 484, 490, 527-8, 537, 547, 549, 
550, 555-7 


wage, 7, 10, 20, 22, 74, 93-4, 96, 161, 288, 
340, 376-80, 395, 398, 403-5, 408-9, 
431, 458, 464-9, 511, 517, 555-6 

wages, 143, 147, 161, 309, 324, 468, 341, 380, 
402, 431, 438, 465, 500 

World Trade Organisation (WTO), 287, 394, 
397, 399 


